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Coming—Timber'! The warning is sounded 
for those who would take advantage of 
Section 117 (k) (1), under which the cut 
ting of timber may be considered as a sale 


or exchange of a capital asset. The section 


offers an inviting prospect to turn ordinary 


income into capital gains but, as is usual in 
such a case, there are some obstacles to 
be overcome. C. W. Shatley indicates how 
the accounting problems may be tackled so 
that the full benefits of the provision may 
be obtained. He also warns that it may 
not always be advantageous to make use 


of the section 


Among the other articles, Russell Baker 
deals with business vehicles in international 
trade, and Kalman A. Goldring presents 
some suggestions on the handling of pre 


Tax Court litigation 
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Court... 


Administrative... 


FEDERAL 
TAXES 


W arcu OUT for the doctrine of construc- 
tive receipt if you attempt to choose your own tax year. A cor- 
poration, following its usual policy, declared a dividend on De- 
cember 31, 1946. Of its two stockholders who were also officers, 
one received and cashed his check on that day, while the other, 
at his specific request, had his check mailed to him and received 
it in 1947. The doctrine of constructive receipt was applied and 
the dividend was income to the latter shareholder in 1946, since 
the dividend was unconditionally available to him in 1946 and it 
was only his own volition which stood between him and the re- 
ceipt and collection of his check.—Frank W. Kunze, CCH Dec. 
19,242, 19 TC —, No. 6. 


, 


Your WIFE probably still would accept 


jewelry which has depreciated in value since it was purchased 


but, in the absence of proof to the contrary, the value of the 
jewelry for gift tax purposes is its cost. Furthermore, that cost 
is not the value-measure, that is, the cost minus the retailer’s 
excise tax, but includes the excise tax as paid by the purchaser.— 
Duke v. Commissioner, 52-2 ustc J 10,877 (CA-2). 


Divorce need not actually be contem- 
plated when a property settlement is agreed upon, in order that 
the agreement be “incident to” a divorce. The Tax Court had 
ruled that a written instrument to be incident to a divorce must 
be part of an integral plan of the two spouses which included 
the obtaining of a divorce. However, it suffices if the agreement 
unmistakably indicates that it is to survive a possible divorce and 
provides that it be submitted for approval to the court in which 
the divorce is obtained. Payments made to a spouse, pursuant to 
such an agreement, constitute income to that spouse——Commis- 
stoner v. Miller, 52-2 ustc J 9520 (CA-9). 
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Interpretations 


Vi ORAL OBLIGATIONS are not the basis 
for a tax credit. A child aged two and one-half years was placed 
by his parents in the home of a couple who reared him but never 


lorma 


1 
i 


ly adopted him. Later, on reaching maturity, he con- 
] 
A 


tributed to the support of these foster parents, one of whom was 

bedridden. Since they were not blood relations, they did not, 

as foster parents, come within the provisions of Code Section 25 

and he was not entitled to a dependency credit for their support. 
James L. Doty, CCH Dee. 19,279(M), 11 TCM 1088. 


A NNUAL ACCOUNTING PRINCIPLE 
still safe . . . Stockholders in 1937 liquidated a corporation, 
final distribution of the proceeds being made in 1940. They re 
ported the profits from this transaction as capital gains. In 1944 
they, as transferees, paid a judgement rendered against the cor 
poration. They attempted to deduct this payment as an ordinary 
business loss, on the grounds that what would have been a cap 
ital transaction in 1940 was transformed into an ordinary business 
transaction because of the principle that each taxable year is a 
separate unit for tax accounting purposes. However, in sustain 
ing the Commissioner in his contention that the judgment pay- 
ment was a capital loss, it was stated that “this principle is not 
breached by considering all the 1937-1944 liquidation transaction 
events in order to classify the nature of the 1944 loss for tax 
purposes. Such an examination is not an attempt to reopen and 
readjust the 1937 to 1940 tax returns, an action that would be 
inconsistent with the annual tax accounting principle.”—Arrow- 
smith v. Commissioner, 52-2 ustc § 9527 (S. Ct.). 


| NTENT of grantor in trust instrument pre- 
vails over court order but takes second place to the Code. A trust 
instrument provided that the beneficiary (wife of the grantor) 
should receive the income from the trust and that any estate or 
inheritance taxes should be paid out of the corpus. Upon the 
death of the grantor, it became necessary to borrow money to 
pay an estate tax deficiency. The administrator-trustee got a 
state court order enabling him to pledge part of the corpus. The 
order also provided that until the pledge was redeemed, the bene- 
ficiary should not receive any income from the trust. However, 
since the proceedings before the court which granted the order 
were not adversary and the rights of the parties to the trust in- 
strument were not thereby determined, the income from the trust 
was still payable to the beneficiary and was taxable to her.- 
Saulsbury v. U. S., 52-2 ustc J 9530. 





However, income under a revocable trust was held to be tax 


able to a grantor-beneficiary, regardless of a trust provision post 
poning payment of income, since Section 166 overrides any such 


trust provision.—Blair v. Commissioner, 52-2 ustc § 9531 (CA-2 


SEPARATING the sheep from the goat 


goa 
presents a problem at times, but it may be more advantageous 
financially to solve the problem of whether or not ca 

have been sold belonged to the “breeder” herd 


CCH Dec. 19,311(M), 11 TCM 1126, the question for 


as whether the sale of cattle which had merely been 


for breeding produced a capital loss under the provisions 
tion 117(;). The answer was no. Mere registratioi 
sole criterion for determining whether cattle 

breeding herd. Instead, the criteria 


Dec. 18,241, 16 TC 854 (1951), that 


are as 
1S, only thos heife Ts \ 
have dropped a calf and those bulls which are 34 months or older 


are to be classified as part of the herd 


| ) MMICILE is not determine: 


presence nor by the length of time spent in a sta 


factor in such a determination is the fixed and definite intention 


in a state. An engineer left Colorado and went to Lou 
isiana in order to gain experience in the manufacture of syn 


thetic rubber. While in that state, he got married and for a 


period of about three years, from 1943 to. 1946, worked and pat 


ticipated in community affairs. As long as he had a fixed and 


definite, not a floating, intention to return to Colorado, a separate 


property state, he was not entitled to claim Louisiana, a com 


< 


munity property state, as his domicile for tax returns.—Gates 
Commissioner, 52-2 ustc § 9505 (CA-10). 


lr YOU SHOULD BE PLACED in the 


“pokey” because you failed, pursuant to a court order, to produce 


books and records for a Collector of Internal Revenue, you cannot 
complain that the court was without jurisdiction to issue the 
order. Such a court order involves not criminal contempt but 
civil contempt only, being “entered solely for the purpose of com 
pelling compliance with the Collector's summons.” It is an 
appropriate order, being in accordance with the provisions of 
Section 3615 (e), which allows a person to be punished for failure 
to comply with such a summons.—Sauber v. Whetstone, 52-2 ustc 
9497 (CA-7) 
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The Congress 


Haviu iblished a beach! 


estabDlis 
n November 4, 
lid 

i« 


S 


ead in Con- 


Re publi ans are out 


ate their position by putting 


TLS 


nto 


effect the t reductions promised 


individual in 

provided 

to expire on 

December which is slated 


tor immediat indi 


tax cut of about half as 


roduction will give 


n. Representative Daniel 


irk, who will probably 


new chai of the 


be the 


tax-writing 
House Ways and Means Committee, has 


red a bill which would reduce indiv 


taxes 5 per cent after June 
f the tax cut—an addi 


1 
would tak« place as 


1953 


Reed also Says he 


scheduled December 31, 


Congressman favors 


eliminating the excess profits tax on cor 


With this tax due to expire on 
1953, 


porations. 


June 30, reduction for 


corporations is possible if Congress merel 


£ Ly 


such a tax 


sits on its hands. 


Along with the automatic reduction slated 


for individual taxpayers on December 31, 
1953, is a concurrent reduction in the corpo- 
ration income tax rate as the increase pro- 


vided in the 1951 


While the expiration of the 
and 


Revenue Act of expires 


individual 
corporate income tax increases and 
the end of the excess profits tax will act to 
decreas the fede ral revenue, 
Congress will be faced during the year 
with the expiration of 
whose demis« 
include a 


amount of 


laws 

These 
laws granting duty 
exemptions for the importation of metals 
The time limit for the free importation of 
copper, granted by P. L. 38, expires Feb- 
ruary 15. The suspension of certain import 
duties on 


other tax 
will increase revenues 
number of 


lead and on import duties on 


Washington Tax Talk 


Tax Cuts... 


Embezzlement Deductions .. . 


‘Savings and Loan’’ Regulations 


Washington Tax Talk 


Zinc, granted by P | 57 and P 


respectively, expires March 31 
importation of metal 


Ls. aoe 


Duty-free 
scrap (FP. L. 


535) 


June 30 


expires 


Tax benefits granted to members of the 
Armed For 
action is taken during the year by Congress 
On July 1, the duty-free importation of 
gifts servicemen will end (P. L. 1) 
and on January 1, 1954, tax benefits will no 
longer be l 


es are also due to expire unless 


irom 


granted on the sa 
man’s residence (P. | 


e Of a Service 


567 ) 


The Supreme Court 
The circu 


€ mb« 


istances surrounding 


1 
ZzZiement basis 


factual 
which to ( > ier and when a deduc 
ruled the United States 
allowing two taxpayers 
to take Lec 1O o1 


4 
| 


tible Ss OccUrs, 

Supreme Court in 

embezzlement loss« 

he year of disc (1) where t 
identity of 

es of defalcation, and Z 

where the di and amounts were ascetr 


tained by embezzle 


investigation, but the 
ment had taken 


and there 


place over a number of 


years, was a partial recovery 
In its decision of 


did not 
limit on the 


December 8, the 
overrule or place any 


Court 
particular 
s rule (Regulation Sec 
9 43-2) that an embezzlement loss is 


Burea "f 
tion 
ordinarily deductible only in the year it is 
sustained, at is, in the 


theft : The 


year in which the 

Court noted that 
the Treasury, 1 .. has in many 
parted from its 
deductions it 


cases de 
“ordinary” rule to allow 

1 subsequent years and it com 
mented: “Ordinarily does not mean always.” 
The Court |} at in the 
it the 


cases before 


circumstances were 


deduction of the loss in the 


appropriate for 
year of discovery 
Other taxpayers may benefit only to the 
extent that the decision will result in a mors 
liberal attitude by the Bureau and 


in determining what claims are 


courts 


ordinary. 


5 





Two cases were combined in the one 
opinion of the court. The decision was re- 
versed in Alison v. U. S., 51-2 ustc § 9353 
(DC Pa.) and affirmed in U. S. v 
Chislett, Inc., 51-2 ust 


Stevenson- 
{9377 (DC Pa.) 


Whether or not the unmatured crop of 


oranges on the trees of a taxpayer who sold 
xtended 
capital gains treatment will be decided by 
the Court following its grant of certiorari 
in Watson et al. v 
§ 9350 (CA-9) 


1 


his land and orchard should be « 


Commissioner, 52-1 ust 


The Court has denied certiorari in 


federal tax cases in the 
Duveen Brothers, In 


past 
v. Commiss 
\-2), the 
losses sustained by 


mont 

toner, 
deductibility « 
a taxpayer who 


teed a stock pur haser against | 


ustc 9 9335 (( 


osses arising 


from early 


redempti n of the stock was 
held subject to the capital loss limitations; 
in Goe v. Commisstoner, 52-2 ustc J 9420 
(CA-3), fraud against a taxpayer 
who failed to report taxable income were su 

tained and it was held 


link unexplained 


pe ties 


unnecessary for the 
Commissioner to 


bank de 
posits with an identified income-producing 
activity where it might reasonably be inferred 
that the deposits represented unr 

come: and in Milliken v. Commissioner, 52-1 
ustc J 9284 (CA-2), short-term capital gains 
were heid to be received by a taxpayer 
when he (1) did not exercise a securities- 
purchase option, held for more than one 
year, in return for which he received the 


current market value of the securities, and 


eported it) 


(2) exercised a stock-purchase option at the 
option-date value with receipt four months 


later of the full face value of the stock 


Also, amounts paid by a stockholder in set 
tlement of his C 


liability as transferee of a 
liquidated corporation were held deductible 
as a capital and not an ordinary loss, re- 
gardless of whether or not they were fore- 


seeable at the time of the liquidation 
The Court denied a rehearing in Arrow 


smith, Executor (Bauer Estate) v 
stoner, 52-2 ustc § 9527 (CA-2) 


Commis 


Application for certiorari has been made 
in U. S. v. Gilbert Associates, Inc 
19473 (N. H. S. Ct.). The question is 
whether the United States Government or 
a municipality has the better lien for taxes 
against a bankrupt taxpayer. The New 
Hampshire Supreme Court ruled in favor of 
the municipality. 


52-2 usTC 


If the decision stands, the 
federal government will have to wait to col- 
lect employment, withholding and corporate 
incomes taxes due it until the municipality 
has received its property taxes. 


6 January, 1953 @ 


The Court has handed down a decision 
In one State tax case, 
to another and has dismissed a third for 


want of substantial federal questi 


has granted certiorari 


It’s the bloodlines, not the marital rela 
tionship, that determine the federal 


t 


reovern 
ment’s interest in Indians 
The widow of an 


ad va 


subject to 
lorem taxes on r intere in a tru 
patent to land bequeathed t her by her 
husband if she is herself an Indian. Ot] 


eT 
the United States has no interest of 


” 


in the land to protect 
Oklahoma 


1 


Indian heir in an Indian’s trust | 


The decisi 


Supreme Court that the 


aatent I1 


the federal government is not 


subject 


taxes was reversed a1 


case was remanded to the 
mine the 


CCH 


court 
widow’s race. 
OKLAHOMA TAX 


Supreme Court 


that stat local governments 
power to tax the personal 
serviceman temporarily residing 
proved that his home 
levies and collects such a tax. The U 
States Supreme 


unless it can be 


‘ourt will decide thi 


rectness of the ate court’s interpretation 


that provisions in the Soldiers’ and Sailors’ 
Civil Relief Act were meant only to prevent 
multiple taxation. Certiorari has been granted 
in Cass v. Dameron, CCH 


Reports { 20-702.80 (Colo. S 


Cotorapo Tax 
Ct.) 

The decision stands that states have the 
right in levying excise taxes to deny corpo- 
rations any deduction for federal 
taxes in computing net earnings 
dismissed per 
Corporation v. Dickin 
(Tean, §S. <t),- for 
federal question 


income 
The Court 
Penn-Dixite Cement 
on, 2 stc {§ 250-176 


“ i J 


curiam 


want of a substantial 


The Court has also denied rehearit 
Motors Insurance ¢ 
AUTOMOBILE 
App.). want of 
a substantial federal question, the case con 
tested the authority of the 
tendent of 


rporation Robinson, 3 
jai. Far COhio Ct. 


dismissed for 


CASES 


Previously 


Ohio superin 


insurance to revoke insurance 


agent licenses of automobile dealers 


The Secretary 


The Department 
its new “savings and loan” 
December 10. 

As finally adopted, the regulations reflect 
a rejection of two points which were sought 


Treasury promulgated 


regulations on 


(Continued on page 85) 
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Medical Expense Deductions 
Under Section 23(x) 


By GEORGE D. WEBSTER, Member of the District of Columbia Bar 


| NDIVIDUAL taxpayers have been deduct- 
ing certain expenses 1942 
Section Internal Revenue 
Code.* However, after more than ten years, 
the law in this area continues to 
in uncertainty.” * 


tive oft 


medic al since 


under 23(x) of the 


“simmer 
The decisions interpreta- 
this section are few, there being 


only two appellate res 
3 


lutions of issues 


thereunde1 


} 4 
between 


Therefore, the dis 


tinction 


deductible and nonde 


ductible medical expenses, even in view of 
the essentially factual nature of the prob- 
; ; 
iem, 18 not as 


clear cut and precise as it 


might be. 


Section 23(x) is difficult to administer 


because of the obvious merit presented in 
most cases, simultaneously with the unusual 
attractiveness of having the government, by 
tax deduction, assist in financing a vacation 
to Sea Island or to subsidize in part a 
winter in Palm Beach. Thus, the provision 


1 Prior to 1942, it was held almost uniformly 
that medical expenses were personal and not 
deductible Bourne v. Commissioner, 3 vustc 
§ 1035, 62 F. (2d) 648 (CCA-4, 1933) (lawyer’s 
medical expenses) and O. D. 10382, 5 CB 172 
(professional singer’s expenses for throat spe- 
cialist). Cf. Denny, CCH Dec. 9175, 33 BTA 738 

2 Petition for a Writ of Certiorari (p. 9), 
Ochs v. Commissioner, 52-1 ustc { 9271, 195 F. 
(2d) 692 (CA-2), cert. den. October 13, 1952. 

2 Stringham, C@g Dec. 16,916, 12 TC 580, aff'd 
50-2 ustc { 936799953 F. (2d) 579 (CA-6) and 
Ochs v. Commissi¥ner, above. 

‘In this connection, see statement in 
wold, ‘‘The Doctor’s Federal Taxes,’’ 31 
fornia Law Review 237, at pp. 253-254: 


Gris- 
Cali- 


Medical Expense Deductions 


The Law Concerning These 
Deductions Simmers in Uncertainty. 
Clarification ls Needed 


has been narrowly construed by the Bureau 
of Internal Reven ie and the courts in order 
to prevent the opening of the flood gates 
to taxpayers.* 


The medical deduction extends to medi- 
cal care of the taxpayer, his spouse or a 
dependent. The deduction may include 
medical expenses for a dependent, regard- 
less of the gross income of the dependent.® 
It is limited to amounts not compensated 
for by insurance or otherwise, and ex- 
ceeding 5 per cent® of the adjusted gross 
income.’ The Revenue Act of 1951 removed 


this 5 per cent limitation as to persons aged 


“There will doubtless be attempts to abuse 
it by persons who seek to deduct the costs of 
their annual vacations in Florida on the ground 
that their health requires it or that their doctor 
has ordered it. But most of the claims will be 
legitimate, and the relief afforded will be a real 
contribution to the problem of the costs of 
medical care."’ 

§]. T. 3703, 1945 CB 127. 

‘cf. Leo R. Marshall, CCH Dec. 17,007(M), 
8 TCM 508 (1949) (medical expenses proved but 
less than 5 per cent of adjusted gross income) 

™The deduction must be recomputed each 
time a different amount is taken to represent 
adjusted gross income in the computations re- 
(Continued on following page) 
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65 years and over. The dual factor of de- 
creased earnings and increased medical ex- 
penses in this “65 and over” period was 
considered sufficient 
relief.* 


reason for granting 
The deduction is further limited to 
an amount not in excess of $2,500° in the 
case of married persons filing joint returns ” 
and of heads of families and $1,250 in the 


case of other taxpayers. 


No deduction is allowed for accruals; the 
expenses must be paid during the taxable 
year. Thus, the deduction for 1952 is based 
on payments made in that year, regardless 
of the year in which the medical 
were received and whether the taxpayer is 
on the cash or accrual method of account- 


ing. 


services 


A medical expense, for instance, may 


not be taken in a decedent’s final return 


where the amount was not paid until after 


his death.” 
This provision was written into the Rev- 
1942 by the Finance 


Committee and was enacted as Section 127 


af 


enue Act of Senate 


+} 1} onal 


tha aC itionate ot ne enactment 


was stated the 


follows 


committee report as 


ri his allowance is recommended in con- 
sideration the heavy tax that 
must be borne by during the 
existing and of the desirability 
present high 
public health and morale.” 


burden 
individuals 
emergency 


of maintaining the level of 


Medical care is defined by 


as folle ws 


Section 23(x) 


“The term ‘mé lical care’ as Uu ed n tl 1S 


all include amounts paid for 
the diagnosis, cure, mitig 


subsection, sl 
ation, treatment or 
prevention of 
affecting function of the 
body (including amounts paid for accident 
or health insurance).”™ 


This definition, 
with the broad the provision, 
appears upon a cursory observation to limit 


disease, or for the purpose of 


any 


Structure or 


construed in connection 


purpose of 


~ 


(Footnote 7 continued) 
quired under Section 107 (a) of the Code. See 
Edward C. Thayer, CCH Dec. 16,974, 12 TC 
795 (1949): Irving L. Shein, CCH Dec. 18,816(M), 
11 TCM 191 (1952); and IR-Mim. No. 43, dated 
September 30, 1952. 

®*S. Rept. 781, 82nd Cong., 1st Sess., 51 (1951) 

® Sec. 304 of the Revenue Act of 1948 increased 
the ceiling to $5,000 in the case of joint returns 
if there are four or more exemptions 

*” The medical expenses of a husband and 
wife may make it advantageous to file separate 
returns rather than a joint return 

"u Estate of Triplett, CCH Dec 
TCM 684 (1950). 

2S. Rept. 1631, 77th Cong 


17,815(M), 9 


, 2nd Sess., 6 (1942) 


January, 1953 °®@ 


extensively the provisions of Section 24(a) 
of the Code, which disallow the deduction 
of personal expenses. However, such a re- 


sult clearly was not envisaged by Congress. 


In its report, the Senate Finance Com- 
mittee indicated its intention to limit the 
definition of “medical care” by the following 
statement: 


“It is not intended, however, that a de- 
duction should be allowed for any expense 
not incurred primarily for the prevention 
or alleviation of a physical or mental defect 
or illness.” 


It seems evident, then, that the deduction 
Was in no way to encompass expenses which 


were primarily personal living costs. 


General Principles 


[wo principal requi 
bility have 
must be 


ement 


First, the expense 
because of a health or 
body condition coming within the statutory 
concept. In Martin W. Keller.“ railroad fare 
and cottage rental while in Florida 
held to be nondeductible since there was 
no relationship to any particular disease; 
the change of climate merely 
ficial to the taxpayer’s general health. 


emerged 


incurred 


were 


was bene 


Further, the expenses must be 
primarily for the cure 
tion of a 


incurred 
’ prevention or allevia- 
Incidental relief is not 
This requisite for deduction was 
presented in Edward A. Havey™ and Her 
man A. Brody.“ In the former case, the 
taxpayer's wife w from a coron 


AT \ 


disease. 
sufficient. 


s suffering 
occlusion and trips were made to resorts in 
New Jersey and Arizona. In the latter case, 
the taxpayer’s spouse was afflicted with a 
bad heart condition, and a trip to Florida 
made. In both travel and 
rental expenses were held to be nondeduc- 
tible, the Tax Court emphasizing the lack 
of relationship between the disease and the 
alleged cure climate). 


was cases, the 


(change of 


“Cf. Bankers Health & Life Insurance Com- 
pany v. Lawson, 71 Ga. App. 827, where the 
terms ‘‘medical or surgical attention’ and “‘ill- 
ness,’’ as used in a life policy exempting insurer 
from liability, were held to mean diseases or 
ailments that affect general soundness and 
healthfulness of system 

4 CCH Dec. 17,129(M), 8 TCM 685 (1949) 

% CCH Dec. 16,872, 12 TC 409 (1949) 

%CCH Dec. 16,894(M), 8 TCM 288 (1949) 
Cf. an unpublished ruling of the Bureau (Ex- 
hibit 9, Tax Court proceedings, Havey, above), 
in which the deduction of traveling expenses, 
plus meals and lodging, was allowed. The 
disease was hay fever and the trip was moti- 
vated solely by the disease. 
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One of the 


most relevant evidentiary 
factors 


is whether or not the expense is 
incurred upon the advice of a physician.” 
This may be determinative in many cases, 
even though every expenditure prescribed 
by a physician is not to be included within 
the term “medical Further, it has 
been stated that the fact that the advice is 
not given by an ordinary medical practi- 
tioner is unimportant; however, there is 
some inferential suggestion that the advice 
of a Christian Science practitioner will not 
be 


%” 
care, 


given as much evidentiary weight.” 


Another 


time 


consideration is the 
between 


length of 
of the disease and 
the expense in question. In the Havey case,” 
the period 


the onset 
was 20 months and the court 
emphasized this in disallowing the deduc- 
tion. In the Stringham case,” the period was 
merely a matter of a few days. In Samuel 
Dobkin.” expenses of an annual Florida trip 
were advised by a physician several years 
after a coronary o SI In pointing up 
this factor, the ‘t said (pages &88- 
889) 


‘The petitioner points to the coronary o 


vhich he suffered in 1944, two and 
one-half years before the beginning of the 


must be a closer 


clusion 


taxable year There 


relation between the expenditure and some 
disease, illness r apy expenses in the 


Ochs case ™ were not made until three years 
yperation 

The good faith or motive of the taxpayer 

of deductibility but is 


nevertheless important in deciding whether 


is not determinative 


or not the deduction is violative of legisla- 


intent. However, to give it “conclu 


ive weight would render nugatory the 


prohibition against allowing (as a deduc- 


tion) personal, living, or family expenses.” ™ 


7 See Edward A. Havey, cited at footnote 15 
In Samuel Dobkin, CCH Dec. 17,992, 15 TC 886 
(1950), Judge Murdock referred to the fact 
(p. 888) that neither physician testified (both 
had purportedly advised the traveling) Also 
in Martin W. Keller, cited at footnote 14, the 
Tax Court noted (p. 686) that ‘‘the identity of 
the doctor or his qualifications were not dis- 
closed.”’ 

14% Cited at footnote 1 

1% Cited at footnote 1 

2° Cited at footnote 3 

21 Cited at footnote 17 

22 Cited at footnote 2 

23 See Stringham, cited at footnote 3 
generally, Paul, Selected Studies in 
Taxation (2nd Series) 1938, at p. 271 
lowing, and Sutherland, ‘‘Taxpayers’ Motive as 
a Basis for Taxability,’’ Proceedings of New 
York University Eighth Annual Institute on 
Federal Taxation, at p. 990 


i 


+) 


Also see 
Federal 
and fol- 


Medical Expense Deductions 


At this juncture, another evidential prob- 
lem should be noted—the matter of proof. 
Medical expenses must be shown specifi- 
cally for the taxable year; they may not be 
estimated to be “about the same as for the 
following year,” as in the case of contribu- 
tions.” Proof must be submitted that there 
was no compensation by insurance. Several 
claims have been denied because such proof 
was not adduced.” 


Living Expenses 
The 


personal 


nondeductible 
and deductible 
medical expenses is presented in L. Keever 
Stringham, above. The 


dichot my between 


living expenses 
situation in 
this case is very persuasive in favor of the 
taxpayer. 


factual 


There, the taxpayer’s child had 


been susceptible to 


respiratory diseases 


since an early age. She was sent to a school 


in Arizona because of a bronchial condition 
bordering on pneumonia. The traveling ex 
penses to and the maintenance 
expenses at the school were held deductible; 
This was 
bottomed on the proposition that the heal- 


} 
ing powers oT the 


Arizona 


the tuition was not allowance 
Arizona sun came within 
There was 
this 
advised by a 
physician, and as to whether the particular 


the definition of “medical care.” 


some question as to whether or not 


course of action had been 
attack of bronchitis or the general weakness 
of the child was the motivating cause of 
the removal to Arizona. 


Judge 


that only expenses directly attributable to 


Disney, in his dissent, suggested 
medical care (such as necessary hospitaliza- 
tion) deductible. 


the narrow definition consistently contended 


should be This has been 


for by the government.” 


*% Havey (p. 412), cited at footnote 15 

2% Hdna C. Andrews, CCH Dec. 17,017(M), 8 
TCM 545 (1949) In the following cases, there 
was insufficient proof of the amount of medical 
expenses Reuben Buckner Caskey, CCH Dec 
19,052(M), 11 TCM 629 (1952): W. O. Wiley, 
CCH Dec. 19,053(M), 11 TCM 631 (1952); Algie 
B. Gilliam, CCH Dec. 18,939(M), 11 TCM 433 
(1952) 

*% Robert A. Phillips, CCH 
TCM 587 (1949) and Hdna C. 
footnote 25 


27 The government 


Dec. 17,057(M), 8 
Andrews, cited at 


argued in the court of 
appeals in this case, Brief for the Commissioner 
p. 5, that “‘[t]o permit the deduction here 
where climate and general health were the 
motivating factors rather than a specific disease 
would permit flagrant claims on the part of 
taxpayers.”’ 

*% For example, in the Brief for the Respond- 
ent, p. 6 (court of appeals) in Ochs, cited at 
footnote 2, the Commissioner argued: 
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A necessary corollary of any projected 
rule in this area would seem to be that if 
the child’s family lived in Arizona, instead 
of Ohio, the maintenance expenses incurred 
at home would not be deductible merely 
because it was beneficial to live in Arizona 
at the time of the disease. That this is 
the law is indicated by Herman A. Brody,” 
where the Tax Court, in emphasizing the 
relevance of the factors indicating a change 
of residence from Pittsburgh to Florida, 
stated: 


“[1]t would be a far stretch of the Con- 
gressional intent to allow a deduction of a 
year’s rent of the apartment.” ” 


Also, only additional expenses should be 
deductible. However, this particular point 
has not been resolved by any decided case. 
It was raised in Samuel Dobkin,” where the 
Tax Court in ruling adversely to the tax- 
payer stated: 

“It is unnecessary to go into the question 
of whether, under any circumstances, the 
entire amount of living expenses in Florida 
would be deductible or whether only a part, 
for example, the excess, due solely to medi- 
cal care, over the usual living expenses, 
would be used in computing the deduction.” 

Another recent case involving living ex- 
penses is Ochs v. Commissioner” There the 
taxpayer’s wife was recovering from an 
operation for cancer. A reputable physician 
advised him that his wife’s health would not 
improve and the cancer might recur unless 
she was separated from their two young 
children. Accordingly, the children were 
maintained during the taxable year in day 
and boarding schools, in order to alleviate 
the pain and suffering caused his wife by 
caring for the children and to prevent a 
recurrence of the cancer.™ The Court of 
Appeals for the Second Circuit, in holding 
that such did not come within 
the purview of Section 23(x), pointed out 
(page 694) that: 


expenses 


The most obvious deductions 
are hospital, nursing, laboratory, 
surgical, obstetrical, 

dental and drug expenses. 


“The examples given serve to illustrate 
that the expenses here were made neces- 
sary by the loss of the wife’s services, and 
that the only reason for allowing them as 
a deduction is that the wife also received a 
benefit. We think it unlikely that Congress 
intended to transform family expenses into 
medical expenses for this reason.” 

Judge Frank, in dissenting, stated that a 
deduction under the provision should be 
allowed if the expenses were incurred upon 
the advice of a physician and if the steps 
taken relieved directly or indirectly a dis- 
ease. He further pointed out that the ex 
penses there met the four tests that had 
been enumerated in the decided cases, that 
is, motive, doctor’s advice, relation between 
illness and treatment, and proximity in time 
of treatment to illness. The Supreme Court 
in denying certiorari probably only indi- 
cated that a conflict did not exist with the 
Stringham case.™ 

The significant factor in this case was 
that the expenses were not made directly 
on the person from the 


suffering illness. 


However, as pointed out in the taxpayer’s 


brief in this case,” there is no requirement 
that the expenses be spent directly cn the 
ill person. For instance, traveling expenses 
of a parent accompanying an ill child have 
been held deductible. The government argued, 
that the expenses in Ochs 
would have been “had 


there been no children.” 


however, the 


case unnecessary 
a6 

In Frances Hoffman," the question was 
presented as to the deductibility of living 
expenses where a person goes permanently 
to live in a salubrious climate. The tax- 
there had rheumatic fever in 
1938 and was sent to Florida and later to 


payer’s son 





(Footnote 28 continued) 

amounts spent for what is generally known as 
medical care or amounts spent on the person 
who is ill in order to enable him to secure 
necessary treatment, such as in the use of 
ambulances... .’’ 

*® Cited at footnote 16. 

* From this statement, the government argued 
in Frances Hoffman, CCH Dec. 18,805, 17 TC 
1380 (1952) (Brief for the Respondent, p. 9): 

“‘A conclusion can be drawn from such a state- 
ment that expenses incurred for a permanent 
residence are not to be considered a medical 
expense even though beneficial to the health of 
the taxpayer.”’ 

* Cited at footnote 17. 

* Cited at footnote 2. 
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*% The testimony in this case is not clear as 
to how much direct benefit was received by 
the taxpayer's wife by having the children in 
boarding school. For instance, Mrs. Ochs testi- 
fled (Tr. 22): 

‘“‘My health improved because I thought they 
(the children) were in much better hands than 
mine at that time.”’ 

*In most instances, 
ground on which the 
certiorari today in 
taxation. 

% Petition for a Writ of Certiorari 
(See footnote 2.) 

* Brief for the Respondent (court of appeals), 
p. 10. 

* Cited at footnote 30. 
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‘conflict’ is 
Supreme 
a case 


the only 
Court grants 
involving federal 


(pp. 4-5). 





California in order to live. The expenses 
in question were living expenses for 1946- 
1948. In denying the deduction under Section 
23(x), Judge Harron stated: 

“Each case must stand upon its own 
particular facts, but we think it proper and 
reasonable to conclude that where the 
expenses of meals and lodging are involved, 
the line must be drawn at some point very 
much closer to the time of actual illness 
and the immediate recovery from such 
illness than can be found in this proceeding.” 

The government argued™ that “expenses 
incurred for a permanent residence are not 
to be considered a medical 
though beneficial to the 
taxpayer.” 


expense 
health of 


even 
the 


Prior to the enactment of Section 23(x), 
it had that the expense of 
keeping a baby was not an ordinary and 
necessary Nor 
h an expense come within the purview 
f the added provision. In George B, Wen 
lell,” the salary of a practical nurse em- 
ployed to take care of a healthy baby 
died in childbirth) was 
held to be a nondeductible personal expense 


been decided 


business expens¢ does 


suc 


(the 


mother having 


Travel and Other Expenses 
As the Court of 
Circuit held in the 


the sick person’s 


Appeals for the Sixth 
‘tringham case, above, 
traveling expenses arte 
leductible. ‘hi is in accordance with 
Regulations 111, 29.23(x)-1. Simi 
though did not 
claim a deduction for the mother’s expense 


child, it could 


Section 


larly, even the taxpayer 
of traveling with the 


been de ducted.” 


have 


Another recent case has 
taxpayer to deduct traveling expenses. In 
Visfeldt v took 


loyment as occupational therapy; this job 


Kelm,” the taxpayer em- 


was secured upon the advice of a physi- 


cian. The amount spent for taxi fares in 


the course of this employment was held 


% Brief for the Respondent, p. 9 It was 
alternatively argued in the Hoffman case by the 
government (pp. 11-13) that at least the tuition, 
books and transportation to and from school 
were not deductible. 

” Henry C. Smith, CCH Dec 
1038, aff'd per curiam 40-2 ust« 
(2d) 114 (CCA-2) 

# CCH Dec. 16,788, 12 TC 161 

“11. T. 3786, 1946-1 CB 75. 

252-2 ustc 7 9495 (DC Minn.). Another case 
involving certain traveling expenses is now 
pending before the Tax Court, namely, Clauston 
L. Jenkins (TC Docket No. 38805)—the Com- 
missioner disallowed the deduction of the cost 
incident to removing the taxpayer's children 
from a polio-epidemic area. 


10,911, 40 BTA 
7 9571, 113 F. 


(1949) 


Medical Expense Deductions 


permitted the 


deductible. This result, reached under Sec- 
tion 23(x), much more fortunate 
approach than that reached under Section 
23(a), in John C. Bruton.* There, the tax- 
payer, a lawyer, suffered a partial paralysis 
and was required to contract for taxi 
transportation between his residence and 

The amounts spent for taxi fares 
held to be nondeductible as a busi- 
expense, the court emphasizing that 
the expense was necessitated by reason of 
the taxpayer’s physical condition rather 
than by reason of his business. It seems 
that this deduction might have been allowed 
under Section 23(x) since any employment 
in such a situation is, in effect, therapeutic 
treatment. 


seems a 


office. 
were 


ness 


The most obvious deductions are hospital, 
nursing, laboratory, surgical, 
dental and drug expenses.‘ 


obstetrical, 
Fees paid for 
the services of authorized Christian Science 
practitioners are deductible,“ as are the 
fees of licensed chiropractors and osteo- 
paths.” Amounts expended for illegal oper- 
ations“ and _ funeral 
deductible. 


expenses not 


Maid service has been held to 


are 


be clearly nondeductible as a living expense.® 

Taxpayers have been unsuccessful in at- 
tempting to deduct Section 23(x) 
expenditures in the nature of capital outlays. 
For instance, in John L. Seymour; the tax- 
payer was allergic to coal dust and installed 
an oil The Court denied a 
deduction for this item, stating (page 1117): 


under 


heater. Tax 
Not every expenditure prescribed by a 
physician is to be this 


expense 


catalogued under 


term ‘medical care’ nor is every 
that may be incurred for the physical com- 


fort of a party a medical expense.” 


Similarly, the cost of stair- 
seat elevator in the home of a taxpayer who 
suffered from a heart condition 
held to be nondeductible.” The same result 
John O. Maxwell™ where 


the taxpayer paid his aunt’s funeral and 


installing a 


has been 


was reached in 


*’ CCH Dec. 16,122, 9 TC 882 (1947). 

* Regs. 111, Sec. 29.23 (x)-1. 

*“ Special Ruling, February 2, 1942. 

“Cf. Crider v. Cullen, 191 Md. 723 (1949), 
where the statutes providing for aid for ‘‘medi- 
cal care’’ were held not to require payment for 
services of chiropractors 

4771. T. 3598, 1943 CB 157. 

* This is consonant with the general approach 
of the income tax law. See Lilly v. Commis- 
sioner, 52-1’ ustc § 9231, 72 S. Ct. 497 

* Herman A. Brody, cited at footnote 16. 

° CCH Dec. 17,675, 14 TC 1111 (1950). 

51 Special Ruling, February 11, 1952. 


CCH Dec. 16,840(M), 8 TCM 151 (1949). 
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"No rule of thumb for determination 
of the applicability of the 

term ‘medical care’ to all cases’’ 
may be created. 


medical consideration for the 


conveyance oO! 


expenses in 
certain property. 
Medical expenses may be deductible under 
a different statutory provision as alimony 
payments. This is the situation where the 
taxpayer pays the medical expenses of his 
former wife under a separation agreement 
incorporated in a divorce decree. Also, the 
owner of a mercantile enterprise has been 
lical 
of its principal employees as business ex 
23(a)(1)(A).* Of 


ircumstances, the 


¢ 
le income to the ree 


permitted to deduct the me expenses 


penses under Section 


course, in thes¢ payments 


constitute taxab ipient 


employees.” 


for health-and- 
insurance policies are deductible, 


Although payments made 
accident 
the payments made for certain features of 
life insurance 
in the 


bility) are not 


policies 
total and 


deductible. 


(waiver of premiums 


event of permanent disa- 


Insurance Compensation 


The problem of interpreting the phrase 
“compensation by insurance” was 


Robert O 


posed in 


Deming, Jr.™ 
received $7,011 under 
ance 


There, the taxpayer 
three 
which 


accident-insur- 
policies, of $6,160 was desig- 
nated “weekly indemnity for disability” and 
$851 was compensation for nursing, surgical 
and other hospitalization expenses Lhe 
court held that the taxpayer was “compen- 

ated by the [ 


S< only to 
$851. indemnity is 


insurance” extent ot 


Thus, disability not 


compensation for medical expenses. 


The relief of 
withheld from persons insured by medical 
reimbursement policies. Such expenses, as 


tke court in Deming held, are clearly “com- 


Section 23(x) is explicitly 


By extending re- 
disability 


pensated by insurance.” 


lief to recipients of indemnity, 
the court has protected them from a “statu- 


tory distinction ictween insured and unin- 


sured taxpayers which seems irrational, and 


53 Mary Sachs, CCH Dec. 19,157(M), 11 TCM 
882 (1952 

“To the extent that Sec. 23 (x) does not 
permit deduction as a medical expense, there 
are several cases decided prior to the enactment 
of the section which may have current rele- 
vance. In Denny, cited at footnote 1, the cost 
of replacing teeth knocked out in making a 
picture was allowed an actor as a_ business 
expense. In Charles Hutchison, CCH Dec. 4496, 
13 BTA 1187 (1928), a stunt actor was allowed 
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for which no reason is given in the statutes 
or pertinent regulations.” “ 

Conversely, however, where an employees’ 
disability fund under state law is stated to 
be for the purpose of compensating for loss 
of wages, an employee’s contribution to the 
fund is not deductible as a medical expense.” 

If the reimbursement from health insur- 
ance is received in a taxable year subsequent 
to the deduction, it does not affect the prior 
deduction, but is includible in gross income 
for the year in which it is received to the 
extent attributable to the pre 
viously allowed. There is a special rule 
in the part of the medical ex 
not deductible 
because of the maximum limitation, 
bursement in 


deduction 
case where 


penses of a prior year was 
Reim 
a later year is first applied 
payments for which no 
was allowed. The balance of the 
reimbursement, up to the the 


prior deduction, is taxable 


against the excess 
deduction 


amount ot 


8 


Conclusion 


From the foregoing discussion, it is mani- 
fest that this must be 
decided on its own particular facts; and 
“no rule of thumb for determination of the 


each case in area 


] 


applicability of the term ‘medical care’ 


all cases’™ may be created. As demon 
strated, however, there are certain questions 
which have not been resolved, administra- 
tively or judicially. In fact, the Bureau has 
probably consciously refrained from ruling 
generally on the [ 


expenses 


raveling 
23(x)), 


deduction of 
and living (under Secti 
and 


more pt ecisely 


further 
the 


only will delineate 
distinction. It 
may be that expenses 
the the purview of the 


“medical care” anyway and that issues aris- 


decisions 
line S of 
such 


argued are on 


fringe of term 
ing in this area are therefore inconsequential 
But it should be emphasized that the Cah 
Florida climate may be much 
more important to physical recovery than 
drugs and other items which constitute the 
more usual 


fornia and 


“medical care.” 
from the legislative 
view, there is not a demanding 


the 


forms of 
point of 
need for a 
“medical 


Howey cf, 


care 


by the 


clarification of term 


, demonstrated 


The need, if any, 1s 
a deduction, as a business expense, for amounts 
paid to keep in top physical condition 

5% CCH Dec. 16,018, 9 TC 383 (1947) 

% Note, 97 University of Pennsylvania 
Review 443 (1948) 

7. T. 3967, 1949-2 CB 33 
3970, 1949-2 CB 28 (N. J.). 

53 Regs. 111, Sec. 29.23 (x)-1 

589 Stringham, cited at footnote 3. 

© But see, Statement, Ellsworth C 
Chairman, Committee on Federal 


Law 
(Calif.) and I. T. 


Alvord, 
Finance, 
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‘ 


history of the Eighty-second Congress: an in- 
tical rather than the horizontal 
In that Congress, at least 11 bills™ 


duced, proposing changes to se 


crease in the ver 
coverage 
were intre 
tion 23(x); each one provided for an in- 
medical deduction. 
the deduction of all 
provided for the 
cent limitation (either 
basis) ; 


creased amount as a 
provided for 


medical 


some 
expense 
the 


entireiy Or On a pro fala 


some 


deletion of 
and some 


provided for the deduction and credit of 


subsc1 pt on 
with 


( harges or insurance premiums 
service 


Medical 
one ol 


health or medical 


The 


endorsed at 


respect to 
plans or programs. American 
least 


rational ot! 


Association has 


these proposals.” The this 


BIGGER TAXES FOR TEXAS 


Moderate tax weather in Texas may 
ipset by a flurry of new proposals 
I is predicted, will be made 

New 

ces and higher rates will be sought, 

, in 1952, state tax collec- 

$414 million 17.4 

per cent from 1951. 


\ I ile 


CTCast lll IS 


le gislat ve session. 


and up 





substantial in- 

1952, its pet 
capita rate of $51.77 was still far below 
the national average of $64.48. 


Texas had a 


revenue in 


One of the probable proposals will 
seek the expansion of the gas-gather 
ing tax imposed on natural gas pro- 
ducers. This tax, 


which was enacted 


part of the omnibus tax bill of 1951, 


VaS, howe ver, 


recently declared w 


constitutional by a Texas district 
(Footnote 60 continued) 

Chamber of Commerce of the United 
(Hearings Before Committee on Finance on 
H. R. 4473, 82nd Cong., Ist Sess., 1476 (1951)) 

In making such amendment it was ob- 
viously intended that the term ‘medical care 
be broadly construed. . It is clear that 
the Congress did not intend to discriminate 
narrowly expenses for this class of 
assistance. 

A clarifying amendment is therefore appro- 
priate, and it should be made retroactive for 
the period during which section 23 (x) has been 
in effect 

These include H. R. 14 (January 3, 
H. R. 87 (January 3, 1951), H. R. 151 
3, 1951), H. R. 483 (January 3, 1951), H. R. 493 
(January 3, 1951), H. R. 1023 (January 8, 1951), 
H. R. 4405 (June 12, 1951), H. R. 4473 (Sep- 
tember 20, 1951—-this was a proposed amend- 
ment to H. R. 4473), H. R. 6577 (February 14, 
1952), H. R. 8148 (June 10, 1952) and H. R. 8240 
(June 17, 1952) 

H. R. 4405 was approved by the American 
Medical Association's Legislative Committee and 
Board of Trustees, as reported in the Associa- 
tion’s Washington Legislative Office’s Comments 


States 


against 


1951) 
(January 


Medical Expense Deductions 


approval was probably the stimulation that 
such a change as the deletion of the 5 per 
cent limitation would give to voluntary 
plans for against hospital, sur- 
gical and medical expense.” 
contrasted with the 
Harold L. Groves,“ that is, to levy a 
universal 2 per cent income tax to provide 
a fund for the compensation of catastrophic 
illness. 


protection 
to be 
recent proposal of 


This is 


In any event, Section 23(x), which began 
as a relief provision for the emergency of 
World War II, seems to be a fixed part of 
the Code, and it may be expanded in order 


to meet the health nation.” 


[The End] 


needs of the 


uurt. The decision has been appeale d 


and any expansion of the tax, of 
course, will depend on the outcome 
f the appeal. 


Other probable measures would seek 
across-the-board increases in the rates 


of the 


” 


“omnibus taxes 
Further expansion of the state in 
come received from taxes on gasoline 
will be sought in a proposal te impose 
a fuel tax on New 
resources taxes will be sought. 


airlines natural 


Prospective legislation 


politic al 


four-year 


concerning 
would 
statute of limitations on the 


subdivisions place a 
collection of automobile taxes by cities 
l tax 
yr cities and towns, and exempt them 
from the motor fuel tax. 


and towns, e new 


provi sources 


3ulletin No. 5, 
(without reasons) 
*% The theory here is 


82nd Cong., January 1952 
that from 3 to 5 per 
cent of adjusted gross income would pay for 
fairly complete hospital, surgical and medical 
insurance coverage At the time of the intro 
duction of Sec. 23 (x) into the Code, it was 
stated in a letter from the Commissioner of 
Taxation (Minnesota) to the National Asso- 
ciation of Retail Druggists that, in Minnesota. 
which was the only state to have the medical 
deduction at that time, an average of $82.23 
was taken on each annual return (Hearings 
before the Committee on Ways and Means on 
Revenue Revision of 1942, 77th Cong., 2nd Sess., 
2307 (1942)). 

** Statement before the President's Commission 
on the Health Needs of the Nation as reported 
in the New York Times, October 9, 1952, p. 46, 
col. 4 

%In this connection, the debate on the pro 
posal to delete the 5 per cent limitation should 
be noted. 97 Cong. Rec. 12220-12225 (September 
27, 1951). Former Senator Ecton stated that the 
cost in taxes would be a loss of $15,000,000 annu- 
ally. Senator Kerr argued that the cost would 
be more nearly about $700,000,000 annually. 
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Although Banks Are Generally Taxed 


as Other Corporations Are, There Are Many 


Matters Peculiar to Banks Alone 


Banks, Banking 


| ANKS* are generally taxed in the same 

manner as corporations, but the 
definition is important because of the vari 
ous privileges and requirements of banks 
scattcred through the Code, Regulations and 
Rulings of the Bureau. 


other 


Accounting Methods 


Banks may use the cash 
of accounting. In 
hybrid method. interest and 
discount on an accrual or earnings basis and 
other income and expense items on the cash 
basis. 
due, 


yr accrual method 


fact, many banks use a 


They report 


Since most expenses are paid when 
this combined “earnings and cash” 
method usually does not distort income 


If a strict cash basis is used, discount and 
commissions on loans are included in 
taxable income until the loan is collected, 
sold or otherwise disposed of. Under the 
accrual method, discount is treated as in- 
come when and the commission is 
income when the loan is made, since it is 
earned at this time. Where interest-bearing 
obligations are acquired at a discount, the 
discount is considered to be earned both on 
the cash and on the accrual 
the obligation is collected. 


not 


earned 


basis, when 

In the case of installment loans, the in 
terest portion of each installment payment 
received is included in income under either 





* Section 104 
defines a bank. 
definition are: 


1. A substantial part of the business consists 
of receiving deposits and making loans and 
discounts, or of exercising fiduciary powers 
similar to those permitted to national banks. 


14 


of the Internal 


The important parts of the 


Revenue Code 


January, 1953 @ 


and the Provisions 


method. The same is true for the discount 
where such an obligation is acquired at a 


discount. 


There have been many cases and rulings 
on the 


thods for 
income tax 
matters, consistency is a cardinal virtue. A 


change in method 


question of accounting m«é¢ 


banks. In this connection, in 


yt accounting tor interest 
will probably constitute a change in account- 
and 
must be 


ing methods 


permission for such a 
the Com- 
least 30 days 
in which the 
Therefore, do 
method without first check- 


ing the dangers of such a change. 


change secured from 


missioner by request made at 


f 


prior to the close of thie yeal 


change is to be effective. 


not ¢ hange the 


Interest—Taxable or Not 


Since a large part of a bank’s investment 
portfolio usually consists of government ob 
the tax effect of such 
important in determining their net 
there are three kinds: 
exempt, partially taxable and fully 
taxable. Partially taxable interest on United 
States Government 
only to the surtax 


ligations, bonds is 
very 
y i¢ ld 


wholly 


Gene rally . 


obligations is subject 
Wholly exempt interest 
and partially exempt interest are not subject 
to excess profits tax but the obligations on 
which this interest is received are inadmissi- 
ble assets for excess profits tax purposes. 





2. It must be subject by law to supervision 
and examination by state, territorial or federa 
authority, having supervision over banking in- 
stitutions. 

3. The business 


must be incorporated. 
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of the Code 


By JOHN E. HAMILTON 
CPA and Attorney, 
A. M. Pullen & Company, 
Richmond, Virginia 


Interest on state and municipal bonds is 
exempt from all federal income and excess 
profits taxes and the bonds themselves 
are inadmissible assets unless a bank, quali- 
fying as a dealer in such securities, elects 
to treat the interest as taxable 

Regardless of the exempt status, the gain 
or loss on the sale, redemption or other 
disposition of the obligations themselves 
must be taken into consideration in com- 
puting taxable net income. It will be noted 
that the exchange of United States Govern- 
ment obligations has been invariably held 
to be a taxable exchange. 


Amortization of Bond Premium 


Banks, like other taxpayers, are subject 
to the provisions of the law dealing with 
amortization of bond premiums. Premiums 
paid on obligations, the interest on which is 
fully taxable, may be amortized at the bank’s 
election. Except to banks qualified as dealers 
in securities, premiums paid on obligations, 
the interest on which is wholly or partially 
exempt, must be amortized in computing 
the gain or loss upon disposition of the 
obligation and if the bank elected to deduct 
amortization from interest on fully taxable 
bonds, the basis of these bonds must be 
reduced by such cmortization upon disposi- 
tion. The straight-line method of amortiza- 
tion is recommended and approved by the 
Bureau. 

In connection with amortization of bond 
premiums, a bank which maintains a bond 
department and buys securities for resale to 
customers may qualify as a dealer in such 
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securities. Prior to the Revenue Act of 
1950, dealers in securities were not required 
to amortize premiums paid on bonds, the 
interest on which was wholly exempt. Effec- 
tive June 30, 1950, a dealer in securities is 
required to reduce his basis in short-term 
municipal bonds (maturing in five years or 
less) unless he sells or disposes of such bonds 
within 30 days after he acquires them. This 
still leaves room for offseting losses on 
qualified sales against other income and 
having the exempt interest which increases 
the net yield of the bonds after taxes. How- 
ever, qualification as a dealer, which may 
be as to municipal bonds only, is a question 
of fact and might be difficult to establish 
and maintain with the Treasury Department 
if tax advantage is the main reason for 
claim to such a status. 


Dividends 


Dividends received from taxable domestic 
corporations are taxed in the income tax 
return of a bank in the same manner as 
other corporations. 

Dividends on stocks of federal agencies 
and instrumentalities issued prior to March 
28, 1942, such as Federal Reserve Bank 
Stock, Home Owners Loan Corporation 
stock and stock of Federal Land Banks, are 
wholly exempt from tax. If the stock was 
issued after that date, the dividends are 
fully taxable and since the 85 per cent 
credit for dividends received applies only 
to dividends from taxable domestic cor- 
porations, no credit is allowable on such 
dividends. However, they are deductible in 
the computation of the excess profits tax. 


Investment Gains and Losses 


Stocks—The treatment of gains and losses 
on sale of capital stock is the same as for 
ordinary corporations, that is, the capital- 
gains provisions of Section 117 apply. More- 
over, the wash-sales provisions of Section 
118 apply to banks also. Unless a bank 
qualifies as a dealer in securities, no deduc- 
tion may be taken for fluctuation in the 
market value of stocks. No deduction is 
allowable for partial worthlessness of capi- 
tal stock, even though the write-down is 
pursuant to order of the bank examiners. 
Where stock is written down as completely 
worthless, the write-off is treated as a capi- 
tal loss and is considered to be a loss sus- 
tained by sale on the last day of the year. 


Bonds—Section 117 (i) provides, with 
respect to banks, that if the losses from the 
sale or exchange of bonds, debentures, notes 
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or certificates, or other evidence of indebted- 
ness, public or private, registered or with 
coupons attached, exceed the gains from 
such sales, then the loss is deductible as an 
ordinary loss, but if the gains exceed the 
losses, then the net gain is taxable as a 
capital gain. 

No deduction is permissible on account of 
fluctuation in the market value of bonds 
However, authorized write-down of bonds 
may be the basis of either a partial or total 
bad debt, deductible as an ordinary loss not 


subject to capital-gains. and loss provisions 


Notes and Other Personal Property—The 
gain or loss on the sale or other disposition 
of customers’ notes is an ordinary gain or 
loss. When a bank takes over pledged capi 
tal stock upon default of the maker of the 
loan, it realizes a bad debt represented by 
the difference uncollectible 
loan and the fair market 
value of the capital stock at the time. If the 
stock is later sold, a capital gain or loss 
results from the sale, measured by the 
difference between the fair market value 
at the time, and the loan and the sale price. 


between the 
balance of the 


Real Estate not rermitted to 
hold or trade in real estate except that they 
may own real estate to be used for banking 
purposes. Therefore, the bank 
them to dispose of 


Banks are 


examiners 


real estate 
acquired by foreclosure as soon as is practica- 


require 


ble. Prior to the Commissioner’s acquies- 
cence in the ‘Tax Court’s decision in 
Kanawha Valley Bank, CCH Dec. 14,199, (4 
TC 252) (1944), the treatment of the gain 
or loss on the sale or other disposition ot 
real estate acquired as a result of foreclo- 
sure was much in doubt. This decision held 
that real estate acquired by foreclosure is 
not property held for sale to customers in 
the ordinary course of trade or business and, 
therefore, the gain or loss on the sale of 
disposition of such property is subject to 
the capital-gains provisions of Section 117. 
If foreclosed property is rented during the 
period held by the bank and the period is 
more than six months, it becomes property 
used in the course of conducting a trade or 
business and, therefore, the 


provisions of 
Section 117 (j) apply. 


Under this section, 
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if such properties are sold or exchanged, 
the gains and 
there is a net 
deductible in 


losses are combined and if 
loss it is an ordinary loss 
full, but, if 
gain, it is a capital gain subject to the capi- 
tal-gains provisions. 


there is a net 


Foreclosed Real Estate 


Prior to 1926, no gain or loss was allow- 
able when property was taken over in lieu 
of a debt and the basis of such property was 
the amount of the debt at the time taken 
over. 

Since 1926, Section 23 (k)-3 of the Regu 
lations has provided that if mortgaged o1 
pledged property is sold and the proceeds 
are less than the amount of the debt and the 
remainder of the debt is uncollectible, 
remainder 


such 
may be deducted as a bad debt 
In addition, if the buys in the 
property, capital gain or loss results from 
the difference between the bid price and the¢ 
actual fair market value of the property at 
the date of the forced sale. In the absence 
of clear and convincing proof, the bid 
price is presumed to be the fair 
value of the property. The 
termining gain or loss on a future sale is the 
fair market value of the property at the 
date of the acquisition by foreclosure. 


creditor 


market 
basis for de 


1 


To illustrate, let us assume the bank holds 
an unimproved real estate loan with a bal 
ance due of $25,000, the maker defaults 
and the bank bids the property in at fore 
closure for $10,000, but the property is ac 
tually worth $15,000 at the time. If the 
balance of the loan is uncollectible, the 
bank has a bad debt deduction of $15,000 
($25,000 minus $10,000) and at the same 
time a capital gain of $5,000 ($15,000 minus 
$10,000). The computing gain 
or loss. on future sale would be $15,000 
Since fhe capital gain results from the 
exchange of the debtor’s obligation for the 
property, the length of time for which the 
loan was held would determine whether the 


basis for 


gain or loss was long- or short-term. 


Recoveries 


Prior to 1942, the question of the taxa 
bility of the recovery of bad debts charged 
off in prior years with no tax benefit re- 
sulting from the charge-off, was the subject 
of much controversy. The Bureau issued 
several conflicting rulings on the subject 
Finally, the Bureau heid such recoveries 
fully taxable regardless of the tax benefit in 
tne year of the charge-off. 
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Congress, in the Revenue Act of 1942, 
added to the Code Section 22 (b) (12), which 
provides that recoveries of bad debts, prior 
taxes or “delinquency amounts” to the extent 
the prior deduction did not result in income 
tax benefits for the year of deduction, are 
not taxable income in the year of the re- 
covery. 


This rule, though applicable to all tax- 
payers, has been particularly beneficial to 
banks, which charged off many bad debts 
during the depression. 


Where a bond has been the basis of a bad 
debt giving rise to tax benefit and such bond 
is redeemed or sold, the amount of the 
recovery is taxable as ordinary income. If 
there is gain in excess of the amount of 
the recovery, such excess is a capital gain. 
For example, suppose a bond was pur- 
chased for $800 and $700 was charged off as 
a bad debt and, later, the bond was re- 
deemed for $1,000; the recovery of $700 
would be included in ordinary income and 
the $200 gain would be a capital gain. 


Recovery of bad debts charged off in a 
loss year by a predecessor have been held 
to be taxable by the Tax Court which ruled 
that the same entity must charge off and 
recover to be entitled to the “recovery ex- 
clusion.” 


If bonds are purchased with defaulted 
interest coupons attached, at a flat price, 
collection of the defaulted interest is con- 
sidered a return of capital. 


Life Insurance on Lives of Debtors 


Premiums paid on life insurance policies, 
held as collateral for a debt or received in 
place of a debt, less the increase during the 
year in cash surrender value of the policy, 
if any, made without reasonable hope of re- 
payment, have been held to be deductible as 
business expenses and not to be treated as 
bad debts (First National Bank & Trust 
Company of Tuisa v. Jones, 44-1 ustc J 9158, 
53 F. Supp. 843). 


In accordance with Section 22 (b) (a), 
where a life insurance policy is transferred 
for a valuable consideration, only the actual 
value of such consideration and the amount 
of the premiums and other sums subse- 
quently paid by the transferee are exempt 
from taxation. 


When there is default in payment of a 
loan secured by a life insurance policy and 
the bank takes over the policy, this con- 
stitutes consideration paid for the policy. 
Usual-y the cash surrender value is credited 
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against the loan. Accordingly, the pro- 
ceeds of such policies received by reason 
of the death of the insured are exempt from 
federal income taxes to the extent of the 
consideration paid for policies plus the net 
premiums paid thereon by the bank. 


Also, it has been held by the Tax Court 
that premiums paid by the transferee of 
an insurance policy for a consideration, even 
if claimed and allowed as a deduction in 
prior years, are exempt from taxation under 
Section 22 (b) (1). 

If the proceeds from the policy exceed the 
total consideration paid, the excess is taxa- 
ble as ordinary income. 


Other Income Items 


Other income items such as service charges, 
exchange fees, etc., do not present any par- 
ticular problem to banks, except the un- 
avoidable problem that Uncle Sam’s tax 
takes a big bite out of these fees. 


If possible, trust department fees should 
be spaced, so that they do not pile up in 
a particular year. 


Deductions 


Compensation—-Wages paid employees are 
subject to the provisions of the Wage 
Stabilization Act and salaries of officers and 
executives are subject to the provisions of 
the Salary Stabilization Act. Advice should 
be sought before raises are made, because 
violations may lead to disallowance of not 
only the amount of the violation, but of 
the entire amount paid. Also, an officer’s 
compensation might be attacked as unrea- 
sonable. I have not heard of any such 
cases involving banks yet. 


Interest on Deposits—Banks on the ac- 
crual basis may deduct interest on deposits 
in the year in which accrued and usually do 
so by setting up a reserve to cover the in- 
terest liability. 


Banks reporting on the cash basis may 
deduct the interest only when it is actually 
credited on the books of the bank to the 
accounts of the depositors. 


Taxes—Banks or trust companies may 


deduct taxes similar to those deductions 
which are allowed to other corporations. 
In Virginia, there is no state income tax on 
banks. The so-called shareholder’s tax which 
is in lieu of the state income tax, is de- 
ductible by the bank, provided no reim- 
bursement is made by the shareholder. 
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If the cash basis is used, taxes are deducti- 
ble when paid. 
are deductible 
curred. 


On the accrual basis, they 
when the liability is in- 


Delinquent taxes paid by a mortgagee 
bank prior to foreclosure, represent an ad- 
ditional loan and if paid after foreclosure, 
they represent additional cost of the prop- 


erty. They are not deductible in either case 


Bad Debts 


General—Either the specific charge-off 
method or the reserve method for bad debts 
is available to banks. It has been held that 
the reserve method is not inconsistent with 
the cash basis provided the reserve is against 
loss of capital only. 

A claim for refund based upon a bad debt 
filed within 
seven years from the date prescribed by 
law for filing the return in lieu of the usual 
three-year statute (Section 322 (4) (5)). 


or worthless security may be 


Real estate taken over for a debt may not 
be written down as a bad debt or otherwise, 
except for the usual depreciation allowances 
on buildings. 


Specific Charge-Off Method — Debts 
charged off in whole or in part pursuant t« 
the order of federal or state authorities and 
claimed as a deduction on the 
conclusively presumed to be 


return, are 
worthless in 
whole or in part, as the case may be. If the 
deduction is not claimed for the write-off, 
it is deemed involuntary and if the deduc- 
tion is claimed later, must 
be proved in that year, in the manner 
as any other taxpayer would claim such a 
deduction. 


Prior to 1942, ascertainment of worthless- 
ness and charge-off of both partial bad debts 
and full bad debts had to be coupled to- 
gether in the same year. This led to many 
disputes and compromises. Changes in the 
Revenue Act of 1942 eliminated ascertain 
ment of worthlessness as a factor and, in- 


worthlessness 


Same 


stead, made determination of worthlessness 
the decisive factor. This, supposedly, eliminated 
the need of probing the banker’s mind to see 
whether or not he ascertained a debt as worth- 
less and charged it off on his books in the same 
year. Now we look to see whether or not the 
debt was really worthless. The 1942 act also 
eliminated the charge-off requirement with re- 
spect to wholly worthless bad debts but 
partially bad debts still have to be charged 
off. 


A worthless bond is the basis of an ordi- 


nary bad debt deduction for banks and is 
not a capital asset for this purpose. 
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Reserve Method—Although the reserve 
method has always been available to banks, 
it was not used widely prior to 1947. Dur- 
ing 1947, the Bureau issued Mimeograph 
6209 which provided a formula for the com- 
putation of the addition to the reserve for 
bad debts. Briefly, this formula consists of 
finding a moving average of the ratio of net 
losses (bad debts minus recoveries) to loans 
and discounts for the past 20 years. The 
ratio thus ascertained, times the outstanding 
loan balances at the end of the current 
year, gives the addition to the reserve for 
bad debts. The addition may be equal to 
this figure or it may be large enough to 
bring the reserve balance to this figure, 
whichever is the larger amount, subject to 
an over-all ceiling for the total reserve bal- 
ance which cannot exceed three times the 
moving average multiplied by the outstand- 
ing loan balances. It is called a moving 
average because in the computation each 
year, you drop the earliest year and pick up 
a new year. 


Recoveries of bad debts previously charged 
against the reserve should be credited to 
the reserve. If recoveries are the cause of 
increasing the reserve above the ceiling, they 
may still be credited but no addition can be 
made to the reserve, based upon the moving 
average, until the reserve balance is below 
the ceiling. , 


Fully guaranteed government ‘vans are 
excluded in the computation of the moving 
average and also in the computation of the 
addition. 


Bonds aré not included in this reserve 
but may be the subject of separate bad debt 
deductions, either under the reserve method 
or under the specific charge-off method. 


A newly organized bank may use the 
experience of other banks within its district 
for all years it was not in existence. 


The reserve should be 
books of the bank. It does not necessarily 
have to be on the books at the end of the 
year, but should be recorded as soon as 
practicable after the close of the year. The 
initial reserve may be set up by transfer 
from a reserve for contingencies if desired 


shown on the 


In case of merger or consolidation, the 
successor bank may use its predecessor’s 
experience. 


If a bank is not now using the reserve 
method, permission to change must be re- 
quested from the Commissioner at least 30 
days prior to the close of the year in which 
the change is to be effective. 
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Bank officials are ardent disciples 
of that maxim of accounting— 


“Anticipate no profits but provide 
for all losses.”’ 


If a bank is not using this method, its use 
should be considered as it 
most cases. 


is beneficial in 


Losses—The Bureau has consistently held 
that embezzlement losses are deductible only 
in the year in which the 
curred. Where a 
year, a 


defalcation oc- 
discovered in a 
claim for refund should be 
filed for the year of the loss. This is a harsh 
rule, particularly when the statute of limi- 
tations has run with respect to the year or 
years of the loss. 


loss is 
later 


An exception to the rule is made when 
the defalcation is made of trust funds. In 
this case, the loss is allowable as a deduc- 
tion when repayment is made if taxpayer is 
on the cash basis and if the accrual method 
of accounting is used when the liability to 
repay is determined. Overages, shortages 
and ledger discrepancies are deductible. 


Depreciation—Banks are entitled to de- 
preciation allowances on buildings, equip- 
ment, etc., used for banking purposes and, 
also, those used in connection with carrying 
on a trade or business, such as rental prop 
erty, at rates comparable to other taxpayers. 
Arbitrary write-downs or charge-offs of 
capital expenditures, even if approved by 
the examiners, will not be allowed as a de- 
duction, but, 
bank may still take depreciation at regular 
rates. 


atter such 


Contributions—Contributions are deducti 
ble by banks, subject to the 5 per cent limita 
tion. They may also be accrued under certain 
conditions. 


Net Operating Loss Deduction—Banks 
may use the net operating loss deduction in 
the same manner as do other corporations. 
However, the loss must be adjusted for any 
partially or wholly exempt income, such as 
exempt interest and the 85 per cent credit 
for dividends received. These adjustments 
apply both to the year of the loss and to 
the year of application. 


Insurance and Assessments—Premiums 
paid to the Federal Deposit Insurance Cor- 
poration are deductible. The same is true of 
assessments paid under local or state order, 
provided that when such a fund is set aside, 
it ceases to be an asset of the bank. The 


Banks 


write-downs, the 


cost of periodic bank examinations is also 
deductible. 


Premiums paid on insurance policies must 
be prorated over the term of the policy re- 
gardless of the accounting method used by 
the bank. 


Other Deductions—All ordinary and neces- 
sary business expenses, including expenses 
incurred in connection with earning tax- 
exempt interest, may be deducted. 

The expenses of a merger or consolida- 
tion of two or more banks or any bonus 
in connection therewith are not deductible. 

Dividends paid by banks on preferred 
stock held by instrumentalities of the United 
States (for example, the Reconstruction Fi- 
nance Corporation), are deductible from 
income even though they exceed the amounts 
of earnings or profits available for distribu- 
tion. The deduction is limited to the amount 
actually or constructively paid during the 
year (Section 121). 


Miscellaneous Provisions 


Conversion of a state bank into a national 
bank does not result in a new taxable entity 
and only one federal income tax return is 
required for the year. 

Banks are specifically exempt from the 
provisions of Section 501 dealing with per- 
sonal holding companies. 

They are subject to the provisions of Sec- 
tion 102 with respect to accumulation of 
surplus to avoid surtax but, because they 
are under constant compulsion to maintain 
a strong ratio of capital to deposits, they 
are not especially vulnerable to the opera- 
tion of this section. 


Schedule M 


Bank officials are of a necessity ardent 


disciples of that maxim of accounting—‘An- 
ticipate no profits but provide for all losses.” 
Consequently, many items are written off the 
books or down to $1 at the earliest possible 
moment. Also reserves are set up for every 
possible emergency. It would not surprise 
me to see a “Reserve for Contingent Con- 
tingencies” on a bank’s books. 

Schedule M’s purpose in the income tax 
return is to reconcile taxable net income 
with book surplus and undivided profits. 
3ecause of exempt items, adjustments for 
write-downs and reserves, etc., the recon- 
ciliation is very difficult and oftentimes 
many adjustments are required. In this 
connection, I am reminded of the time when 
a revenue agent called to examine a bank’s 


19 





income tax return and, after awhile, the 
cashier noticed that the agent scratched his 
head’and appeared puzzled. When he asked 
if there was any trouble, the agent said 
slowly: “I can’t get any of the figures on 
this return to balance with your books.” 
The cashier noticed the return and said: 
“No wonder, the return you have was filed 
by the bank across the street.” 


Excess Profits Tax 


Banks are required to complete Form 
EP 1120 and include it in their income tax 
return and to pay excess profits taxes in the 
same manner as other corporations. There 
are a few provisions of the Excess Profits 
Tax Act which apply particularly to banks. 
I will cover some of these provisions. 


In the computation of excess profits net 
income, both for the base period and for the 
current year, the reserve method for deduct- 
ing bad debts is not permitted to banks; 
only bad debts actually charged off may be 
deducted. Recoveries of bad debts are not 
subject to the excess profits tax unless the 
bad debt deduction was allowed in a prior 
excess profits tax year (1940 to 1945 or 
1950 to date). 


In computing average base-period net in- 
come, the deduction for assessments paid 
to the Federal Deposit Insurance Corpora- 
tion during the base period years is re- 
duced in the same ratio as is the credit 
allowed by the Federal Deposit Insurance 
Corporation for the current year to the total 
assessment for the year. Deposits are not 
considered as borrowed capital, even though 
interest is paid on them. Since these de- 
posits iirnish a large part of a bank’s work- 
ing funds, I think they should be considered 
as borrowed capital. However, the courts 
have held otherwise. 

In computing equity capital for capital 
additions and for invested-capital purposes, 


examination should be made to see that all 
items written off on the books are restored 
to their correct tax basis. 


In computing the base-period capital ad- 
dition, instead of subtracting inadmissible 
assets from equity and borrowed capital, a 
bank under the 1951 Revenue Act computes 
a tentative yearly base-period capital with- 
out subtracting the inadmissible assets. It 
then determines the ratio of inadmissible 
assets to total assets as of the first day of 
the taxable year, multiplies the tentative 
yearly base-period capital by the ratio and 
subtracts the result from the tentative yearly 
base-period capital to arrive at the yearly 
base-period capital. 

For 1951 and subsequent years, this 
method is mandatory. For 1950, the old 
method of deducting the inadmissible assets 
in full, subject to the 25 per cent reduction 
for excess over equity capital, may be used 
if it is most advantageous to the taxpayer. 


The net capital addition of a bank which 
has had both an increase in admissible as- 
sets and an increase in total assets, the 
latter being greater than the tentative net 
capital addition (computed without adjust- 
ment for increase in inadmissibles) may not 
be less than the excess of such tentative net 
capital addition over an amount which bears 
the same ratio to the increase in inadmis- 
sibles as the tentative net capital addition 
bears to the increase in total assets. 


Corresponding provisions govern the mini- 


.mum amount of a net capital reduction 


where there has been both a decrease in 
inadmissibles and a decrease in total assets 
which are greater than the tentative net 
capital reduction (computed without adjust- 
ment for the reduction in inadmissibles). 


If inadmissible assets are converted. into 
operating assets, the decrease in inadmissi- 
ble assets may become a part of the capital 
addition for the year. [The End] 


WANTED: STABLE WORLD AND STABLE DOLLAR 


“I think we want the Government 
to accomplish for us two great things. 

“First, we want our Government to 
strive for peace in the world. We 
want a stable society and an end to 
recurring wars and emergencies. 

“Second, we want to maintain the 
economic well-being of America. That 
means, among other things, that we 
want the Government to give us a 
dollar that will be worth as much 
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tomorrow as it is today. If the Gov- 
ernment would maintain the value of 
the dollar, there would be an end to 
ever-increasing costs of living. There 
could be an end to demands for in- 
creased wages to meet increased liv- 
ing costs; and an end to the resulting 
inflationary spiral that makes it so 
hard to live decently and to plan for 
the future.”—Roswell Magill, Presi- 
dent of the Vax Foundation, in the 
October Tar neview. 
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Artistic Efforts to Realize 
Capital Gains on Income 


Do Not Receive Tax Acclaim 


Tax Saving Practices 
of Artists and Entertainers 


By MARVIN J. LEVIN and MORTON J. MITOSKY 


™~ ALL but their tax counsellors, the 
determination of gross income for per- 
sons in the entertainment field presents few 
problems. Being derived primarily from the 
rendition of personal services, these earn- 
ings constitute ordinary income, usually tax- 
able when received. 


The tax adviser, on the other hand, spends 
countless hours culling the Internal Revenue 
Code in the hope of devising means and 
methods of lowering the tax rate on such 
income. His efforts are probably concen- 
trated on attaining one or more of the fol- 
lowing results: 


(1) Converting earnings into capital gains; 

(2) Arranging the taxation of at least 
part of the income to a corporation without 
running afoul of the personal holding com- 
pany provisions of the Code; 

(3) Having income earned outside the 
United States so that it will be exempt 
from the federal income tax; 


(4) Deferring the receipt of income so 
that it will be subjected to taxation in a 
later year when, presumably, the applicable 
surtax bracket will be considerably lower. 


Finally, after long hours of tedious labor, 
and days, if not weeks, of exhaustive re- 
search, he assures his client that a sug- 
gested arrangement will work. After guiding 
the proposed transaction from cradle to ma- 
turity, he must then spend several years 
under the Damoclean Sword of possible un- 
favorable court interpretation or legislative 
amendment. 


Especially to the tax practitioner does the 
record of success and failure present fas- 


Artists and Entertainers 


cinating and exciting study. The ingenious 
sifting of the tax-mitigation sections of the 
Code has been amazing. And because the 
Code makes no differentiation between art- 
ists and other classes of taxpayers, the in- 
formation secured from such a study can 
be invaluable. 


CONVERTING EARNINGS INTO 
CAPITAL GAINS 


The achievement of realizing capital gains 
from personal services is an ambition of 
most taxpayers, but in no other field is the 
reward for the rendition of personal serv- 
ices so spectacular as in the entertainment 
field. Consequently the efforts here are 
both prodigious and tenacious. 


Basically, the problem is to convert per- 
sonal services into a property interest, fol- 
lowed by a sale of this interest after the 
expiration of the required holding period. 


Although it leaves entirely open the ques- 
tion as to when a transaction is actually a 
sale of property and when it is merely an 
attempt to obtain personal compensation 
under the cloak of a sale, the following 
statement by the Commissioner on January 
3, 1948, is a clear definition of his position: 


“The tax effect of any business transac- 
tion is determined by its realities. Accord- 
ingly, proposals of radio artists and others 
to obtain compensation for personal serv- 
ices under the guise of sales of property 
cannot be ‘regarded as coming within the 
capital gains provisions of the Internal Reve- 
nue Code. Such compensation is taxable at 
ordinary income tax rates.” 
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Mr. Mitosky (at left) 
and Mr. Levin 

are associated with 
the law firm of 
Freedman, Landy 


and Lorry, 


Philadelphia. 


Collapsible Corporations 


The “cause célébre” of recent years has 
been the collapsible corporation. This was 
conceived in the building industry and 
quickly embraced by those in the entertain- 
ment field. 


Because of the general economic picture 
over the past ten years, builders were rea- 
sononably confident that building construc- 
tion would result in substantial profit. Under 
customary operations, such profits would be 
taxed as ordinary income, being derived 
from the sale of property held primarily for 
sale to customers in the ordinary course of 
business. As corporate profits the tax rate 
thereon could be as high as 52 per cent 
(exclusive of excess profits tax) with a 
second tax payable by the individual stock- 
holders when these profits were distributed. 
By adapting his operations to Section 115 
(c) of the Code, the tax-conscious builder 
could substitute a maximum capital gains 
tax rate of 26 per cent. 


Upon completion of construction, the 
builder would have on hand substantial un- 
realized profits. At this point, and prior to 
any sales, the corporation would be liqui- 
dated (collapsed). The corporation had 
realized no income and, therefore, the cor- 
porate income tax was avoided. The stock- 
holder-builder would, of course, have taxable 
income to the extent that the value of the 
distributed real estate exceeded the cost of 
his stock. However, such income would be 
taxed at capital gains rates, notwithstand- 
ing the fact that it was derived from real 
estate operations, the builder’s stock in 
trade. A sale of the property shortly after 
liquidation would almost certainly establish 
its fair market value for the purpose of 
computing the capital gain on dissolution 


of the corporation. But no profit would be 
realized from this sale because the adjusted 
basis of the property for the purpose of 
computing such gain, being the fair market 
value at liquidation as evidenced by this 
sale, would be equal to the selling price. 


The collapsible corporation was available 
not only to builders but to any corporation 
whose assets had undergone substantial 
appreciation. Thus, enormous appreciation 
in whiskey inventories could be, and fre- 
quently was, realized at capital gains rates. 

The adoption of collapsible corporations 
in the production of motion pictures was 
quickly embraced. There is no fundamental 
difference, in this respect, between the con- 
struction of an apartment house or housing 
development and the production of a motion 
picture. The opportunity to realize capital 
gains in this manner was so attractive that 
it became prevalent practice for motion- 
picture stars to engage in independent pro- 
duction of films. As applied to motion pictures, 
the stockholders would frequently liquidate 
the corporation and distribute the picture 
as joint owners, rather than realizing a 
profit by sale of either stock or the picture. 
The fair market value of the picture could 
not be determined as accurately as that of 
a building, and, therefore, any excess of 
distributional profits over the liquidating 
valuation would be ordinary income. 


Because the collapsible corporation was 
such an obvious loophole in the tax struc- 
ture and because of the publicity attendant 
to its wholesale adoption, Congress, in the 
Revenue Act of 1950, added Section 117 (m) 
to the Code. 


Countless explanations and interpreta- 
tions of Section 117 (m) have been enunci- 
ated.” Accordingly, such an analysis will 





2 Code Sec. 115 (c). 
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2 See Norman E. Schlesinger, ‘“The Collapsible 
Corporation Through The Looking Glass,”’ 
TAxEs—-The Tax Magazine, November, 1951. 
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not be made here. Suffice it to say that Sec- 
tion 117 (m) provides, in effect, that any 
gain realized from the sale or exchange of 
stock of a collapsible corporation is ordi- 
nary income. Generally speaking, a col- 
lapsible corporation is one formed or availed 
of principally for the manufacture, construc- 
tion or production of property, or for the 
purchase of stock in trade or inventory * and 
less than 70 per cent of the gain attributable 
to such property is realized by the corporation. 

Although 117 (m) presents, at 
the very least, a deterrent, it is the opinion 
of the writers that it will not prevent enter- 
tainers from seeking to obtain capital gains 
under substantially the same sort of ar- 
rangement. This point will be more fully 
discussed below. 


Section 


Radio Shows 
In 1948 Charles 


Gosden, creators of 


Correll and Freeman 
“Amos ’n’ Andy,” 
their title and interest to the fictitious names 
and characters created for the show, to- 
gether with the copyrights, scripts and 
items incidental thereto, to the Columbia 
Broadcasting System at a reputed price of 
$2,000,000. The sellers entered into sepa- 
rate employment contracts with the Columbia 
Broadcasting 


sold 


System, binding themselves 
to continue writing and performing in the 
radio show. 


The news of a favorable capital gain rul 
ing by the Treasury Department on this 
sale burst upon the radio industry like a 
bombshell. It appeared that an aperture 
in the tax structure had been discovered 
leading to the magic land of capital gains. 
This dream was short-lived. The Treas- 
ury Department’s refusal to accord similar 
treatment to Jack Benny’s sale to the 
Columbia Broadcasting System of the stock 
of Amusements, Inc., a corporation in which 
he held 60 per cent of the stock, provided 
a supplement shocking to the f 
many important radio stars. 


hopes o! 

Amusements, Inc., held employment con- 
tracts with supporting members of the Jack 
Benny cast and a contract with the sponsor, 
the American Tobacco Company. Mr. 
Benny’s personal services as an entertainer 
were under separate contract with the spon- 
sor for a weekly sum of $10,000. The 





* As amended by Sec. 326 of the 1951 Revenue 
Act. 
‘Cf. Clifford Goldsmith, cited within. 


ey or a taxpayer in whose hands the 


bases of such property is determined for the 
purpose of determining gain from a sale or ex- 
change, in whole or in part by reference to the 
basis of such property in the hands of the per- 
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Columbia Broadcasting System paid $2,260,000 
for the stock, of which Mr. Benny’s share 
was $1,356,000. In form, this clearly was 
a sale of a capital asset. 

The Treasury, however, apparently found 
that the price paid was not commensurate 
with the intrinsic value of the Amusements, 
Inc., which was considered be 
valueless without the services of Mr. Benny 
It concluded that the entire 
amount paid was, in substance, compensa- 
tion to him masked by an inflated purchase 
price for his stock. 


stock, to 


therefore 


On the other hand, the Treasury Depart- 
ment apparently decided that the purchase 
price of $2,000,000 in the “Amos ’n’ Andy” 
sale was fully attributable to the property 
sold and no part of it to the services of 
Correll and Gosden. The fictitious characters 
were regarded as having personalities of their 
own which were independent of their creators. 
As in the case of comic strips, the characters 
and their personalities could live on without 
the help of Gosden and Correll through the 
mouthings of adept imitators. Unquestion- 
ably, the subject matter the sale was 
“property” and it would certainly seem to 
be property which qualifies as a capital as- 
set. It was neither stock in trade of an 
inventoriable nature nor were Correll and 
Gosden holding out their interests for sale 
to customers in the ordinary course of their 
trade or business. The soundness of the 
Treasury Department’s position is demon- 
strated by the fact that the “Amos ’n’ Andy” 
television show includes neither Correll nor 
Gosden as performers. 


of 


It is quite likely that other entertainers 
might have been able to arrange trans- 
actions similar to the “Amos ’n’ Andy” sale, 
but the addition of Section 117 (a) (1) (C) 
to the Code and the amendment to Section 
117 (j) by the Revenue Act of 1950, would 
seem to forestall any such plans. 

There is now excluded from the capital 
asset category, “a copyright; literary, musi- 
cal or artistic composition; or similar prop- 
erty held by the person whose personal 
efforts created such property.”* Accordingly, 
not only would a radio* show not consti- 
tute a capital asset but the same treatment 
would be accorded the work of 
authors and composers 


amateur 


son whose personal efforts created such prop- 
erty.’’ (Sec. 117 (a) (1) (C) (il).) 

***The amendment will also exclude from the 
capital asset category any property similar to 
that named: for example, a radio program 
which has been created by the personal efforts 
of the taxpayer.’’—Senate Finance Committee 
Report on the Revenue Act of 1950. 
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Formerly, an isolated writing by a promi- 
nent personality and the sale of his entire 
interest therein, would constitute the sale 
of a capital asset. Thus, the sale of General 
Eisenhower’s book, Crusade in Europe, was 
accorded capital gain treatment and, quite 
probably, Bob Hope obtained the same 
result from the books which he authored. 


Composers, Authors and Producers 


The hurdles to overcome before capital 
gains can be realized are: 


(1) The acquisition of some product in 
connection with the rendition of personal 
services, namely, motion picture of col- 
lapsible corporation, or a fictitious character 
in a radio show; 

(2) Negotiation of a sale without jeopard- 
izing the amount of prospective revenue to 
be realized therefrom; and 

(3) Having the product sold qualify as 
a capital asset. 

Particularly in the literary field, the 
Treasury Department and the courts desire 
to know how much the artist has retained 
before concluding that the transaction is a 
sale. If the taxpayer retains an important 
segment of rights, the transaction may be 
merely a license, an employer-employee ar- 
rangement, or something less than a sale. 

Formerly, the courts adopted the position 
that anything less than the transfer of the 
entire bundle of rights in a copyright was 
not to be considered a sale. This theory 
has been gradually modified so that these 
rights are generally considered susceptible 
of separate “sale.” It is interesting to note 
that, although accepting the present theory, 
the courts have refused to apply it to aliens 
and foreign corporations." 


Although the entertainer has finally suc- 
ceeded in having such transfers recognized 
as sales, he has been frustrated in his at- 
tempts to realize capital gains because the 
property sold did not qualify as a capital 
asset." 


This trend is apparent in the following 
cases and those discussed under nonresi- 
dent aliens. 


In 1934 and 1935, Irving Berlin entered 
into contracts with RKO to compose music 
and lyrics for two motion pictures whereby 
the studio had exclusive rights to the music 
in the movie productions and the advertis- 


™See discussion under ‘‘Nonresident Aliens,”’ 
at p. 27. 

*This is particularly true today because of 
Sec. 117 (a) (1) (C). 
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In the literary field, particularly, 

the Treasury Department and the 
courts want to know how much the 
artist has retained before concluding 
that the transaction is a sale. 


ing thereof. The Board of Tax Appeals * 
held that he realized ordinary income be- 
cause Berlin’s retention of all other rights 
to the music created no more than a license 


in the music. 


The Berlin case was succeeded by the 
Sabatini case, discussed below, under the 
heading “Nonresident Aliens.” Although 
not precisely in point, the basic issue in the 
Sabatini case was also whether or not a 
transfer of less than the entire bundle of 
rights in the literary property was a “sale.” 


Clifford Goldsmith had written a play, in 
which the basic character was Henry Ald- 
rich, and he later wrote a dramatic sketch 
entitled “The Aldrich Family.” He trans- 
ferred to Paramount Pictures, Inc., the 
world-wide motion-picture and related rights 
to his play and contended that payments 
received therefor constituted capital gains 
resulting from a sale of a capital asset. In 
the concurring opinion by Judge Learned 
Hand.” it was stated: 

“An exclusive license requires the author 
to protect the licensee against other in- 
fringement, and is for most purposes treated 
as ‘property.’ I think that it is ‘property’ 
within Sec. 117 (a) (1); that its grant is a 
‘sale’. ig 

At this point, half the battle had been won. 
Judge Hand had departed, quite sensibly, 
from the Berlin doctrine and the doctrines 
of the nonresident author cases. But capi- 
tal gains treatment was denied to Goldsmith 
since the licensee is a “customer in the 
ordinary course of business” when the 
author is in business: 


“That Clifford Goldsmith was in ‘busi- 
ness’ as a playwright we have his own word 
for; and, although he had written only one 
play, he spent his time in exploiting it in vari- 
ous ways, in which he was very successful.” 

Joseph Fields, coauthor of “My Sister 
Eileen” and “The Dough-Girls,” contended 
that the income realized from the sale of 
exclusive motion-picture rights in these 
plays was capital gain by virtue of the 
provisions of Section 117 (j). Although 


* Irving Berlin, CCH Dec. 11,299, 42 BTA 668 
(1940). 

” Goldsmith v. Commissioner, 44-2 ustc { 9365, 
143 F. (2d) 466 (CCA-2) aff’'g CCH Dec. 13,017, 
1 TC 711 (1943>, cert. den., 323 U. S. 774. 
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the Commissioner agreed that a sale of 
property had occurred, and that the assets 
sold were depreciable, and had been held 
for over six months, the circuit court upheld 
the Commissioner in his contention that 
they were not used in the taxpayer’s trade 
or business: 


“The [taxpayer’s] contention that the 
motion picture rights were not held pri- 
marily for sale in the ordinary course of 
trade or business is without merit. The 
petitioner is a playwright, not a theatrical 
or motion picture producer or publisher. 
The only way in which he could realize 
income from his copyrighted work was to 
license or sell to others the right to publish, 
stage or produce.” ™ 


Although an assignment of the right to 
future earnings may technically be “a sale 
of property,” the courts have frequently re- 
fused to accord capital gains treatment to 
such transactions. The Supreme Court” 
has stated: 


“Where, as in this case, the disputed 
amount was essentially a substitute for... 
payments which § 22 (a) expressly charac- 
terizes as gross income, it must be regarded 
as ordinary income, and it is immaterial that 
for some purposes the contract creating the 
right to such payments may be treated as 
‘property’ or ‘capital’. The 
[transaction] involved nothing more than 
relinquishment of the right to future 
payments in return for a present substitute 
payment ie 


It is extremely difficult, however, to de- 
termine when a “sale of property” is merely 
a substitute for future income or a sale of 
a capital asset, because basically, every 
capital gain represents a conversion of 
prospective income to the extent that earn- 
ing power is a factor in the sales price. 


Therefore, we cannot condemn as being 
foolhardy the theatrical producer who 
sought capital gains as recently as 1951, 
notwithstanding the “substitute for future 
income” doctrine.” As part of his com- 
pensation for producing Broadway plays, 
he ordinarily received either part ownership 
of the motion picture rights or participation 
rights to a share of the proceeds of sale of 
motion picture rights. He received a lump- 
sum payment by a motion picture company 
for release of these rights in the production, 
“Watch on the Rhine.” In holding the re- 


1 Fields v. Commissioner. 51-1 ustc { 9341, 189 
F. (2d) 950 (CA-2; 1951) aff'g CCH Dec. 17,698, 
14 TC 1202 (1950). 

2 Hort v. Commissioner, 41-1 ustc | 9354, 313 
U. S. 28. 
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ceipt therefrom to be ordinary income and 
not capital gain, the court adopted the 
language of Helvering v. Smith. 


“The ‘purchase’ of that future income did 
not turn into capital, anymore than the 
discount of a note received in consideration 
of personal services. The commuted pay- 
ment merely replaced the future income 
with cash.” 


CORPORATIONS 


Because of our system of graduated tax 
rates, it is recognized that the total tax 
payable on a given amount of income will 
be decreased if there is an increase in the 
number of taxpayers among whom it is 
divided. Arrangements of business affairs 
are constantly being analyzed and studied 
in order to attain the utmost in this respect. 


Among the devices used to reduce taxes 
by income splitting was the “incorporated 
pocketbook” whereby an individual with 
substantial dividend and interest income 
would form a holding company to take title 
to his securities and realize the income 
therefrom. It is too well known to warrant 
more than mention that the personal hold- 
ing company provisions of the Code were 
enacted primarily to thwart this arrangement. 


Because entertainers employed essentially 
the same device, Section 403 (e) of the 
Revenue Act of 1938—now Section 502 (e) 
of the Code—was enacted to cover “incor- 
porated talent” situations. The “incorpo- 
rated talent” was accomplished by the 
formation of a controlled corporation for 
which the entertainer agreed to work at a 
modest salary. The corporation, in turn, 
would farm out his services at substantially 
higher rates. Thus, the income would be 
split with most of it being received by the 
corporation. Since corporate rates were 
considerably lower than individual rates, 
the tax savings could be enormous. 


It is now provided that personal holding 
company income includes amounts received 
by a corporation pursuant to a contract un- 
der which the corporation furnishes per- 
sonal services and amounts received from 
sale or other disposition of such a contract 
if: (a) some person other than the corpora- 
tion has the right to designate (by name or 
by description) the individual who is to 
perform the services, or if the individual 
who is to perform the services is designated 





8 Herman Shumlin, CCH Dec. 18,129, 16 TC 
407 (1951). 
% 37-2 uste 1 9329, 90 F. (24) 590 (CCA-2). 





(by name or by description) in the contract; 
and 


(b) at some time during the taxable year, 
25 per cent or more in value of the out- 
standing stock of the corporation is owned, 
directly or indirectly, by or for the individ- 
ual who has performed, is to perform, or 
may be designated (by name or by descrip- 
tion) as the one to perform such services. 


It is, and has been, an established practice 
in the motion picture industry for artists to 
enter imto contracts with agencies or pro- 
ducers whereby their income is guaranteed 
and the burden is upon the agency or pro- 
ducer to profitably farm out, or use, the 
entertainer’s services. Where, therefore, 
there was some reasonable relationship between 
the salary which an entertainer received 
from his controlled holding company and 
the amounts received upon farming out his 
services, the arrangement would almost cer- 
tainly be valid were it not for Section 502 
(e). However, when this relationship be- 
came so disproportionate as to be obviously 
artificial, it probably could not withstand 
attack by the government. 


An illustration was the Charles Laughton 
case. Mr. Laughton was employed as an 
actor by a corporation, all of whose stock, 
except qualifying shares, was owned by him, 
under an exclusive contract for five years 
at a substantially lower salary than that 
which he had previously been receiving. 
The corporation then farmed out his services 
with a still wider disparity between what 
the corporation received for these services 
and the salary paid to him. 


The Commissioner contended that the 
corporate entity should be ignored and 
the compensation deemed paid directly from the 
producers to Laughton. Upon the theory 
that the corporation had a business purpose, 
the Board of Tax Appeals™ decided in 
Laughton’s favor. On the basis of the 
decision in Higgins v. Smith* which was 
decided after the decision of the Board, 
the fact that a business purpose attached to 
the corporation was not controlling. The 
question was whether Laughton’s hiring of 
himself to his controlled corporation for a 
salary substantially less than the compen- 
sation for which the corporation supplied 
his services as its employee to various 
motion picture producers constituted, in ef- 
fect, a single transaction by Laughton in 


which he received indirectly the larger sum 
paid by the producers. In other words, was 
the corporate-intermediary a sham for the 
purpose of avoiding taxes? On one hand, 
the disproportionate salary arrangement 
and the fact that Laughton borrowed large 
sums from the corporation weighed heavily 
against the corporate entity. On the other 
hand, collateral factors, including the inten- 
tion of accumulating funds so that the 
corporation itself could engage in motion 
picture production, tended towards the 
opposite result. The Ninth Circuit Court 
of Appeals” accordingly remanded the case 
to the Board of Tax Appeals for redetermi- 
nation under the above principles. Unfor- 
tunately, we are unable to determine what 
the Board’s decision would have been, for 
the case was apparently settled. 


A similar plan had previously been used 
by Bobby Jones, the noted golfer. His 
employer, instead of being a controlled cor- 
poration, was his father, who served as 
trustee for his children. 


3obby Jones contracted with Warner 
Brothers, Inc. to act in a series of motion 
pictures depicting his golf form and style 
for $120,000, plus a share of the net pro- 
ceeds from the distribution and sale of the 
pictures. After receiving a $20,000 advance 
he contracted to sell his services to his 
father for six. years at $1,000 per year. 
3obby Jones transferred his rights under 
the contract to his father who in turn trans- 
ferred the rights to himself as trustee for 
his son’s children. 


Both the district court™ and the Fifth 
Circuit Court of Appeals” refused to lend 
their support to his obviously artificial and 
unrealistic arrangement and held that all of 
the payments received from Warner Brothers, 
Inc. were taxable to Bobby Jones. 


The mere fact that compensation, re- 
ceived by a corporation from the personal 
services of stockholders who own 25 per 
cent or more in value of the outstanding 
stock, is personal holding company income, 
does not mean that such an arrangement is 
uneconomical. Entertainers are still incor- 
porating their talent, but the tax pitfalls are 
avoided: 


(1) By mable relation- 
ship between the salaries paid the enter- 
tainer and the amounts received by the 
corporation for his services; 


maintaining a rea 





148 CCH Dec. 10,753, 40 BTA 101 (1939). 
1% 40-1 ustc § 9160, 308 U. S. 473. 
% 40-2 ustc | 9561, 113 F. (2d) 103 (CCA-9). 
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18 Jones v. Page, 38-1 uste § 9127, ¢ DC Ga.). 
19 39-1 ustc { 9341, 102 F. (2d) 144 (CCA-5). 
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(2) By qualifying less than 80 per cent 
of its gross income™ as personal holding 
company income. This can be accomplished 
by having the corporation realize income 
from other sources such as farming out the 
services of persons owning less than 25 
per cent of the stock, processing and selling 
commodities or manufacturing and distribut- 
ing other items. 


INCOME EARNED OUTSIDE THE 
UNITED STATES 


United States Citizens 


A citizen of the United States who is a 
bona fide resident of a foreign country for 
an uninterrupted period which includes an 
entire taxable year, or is physically present 
in a foreign country or countries for a total 
of 510 full days during any period of 18 
consecutive months, can exclude from his 
gross income earned income received from 
sources outside the United States (except 
amounts paid by the United States or its 
agencies).™ 

Similar treatment is accorded income from 
sources within possessions of the United 
States if at least 80 per cent of the taxpay- 
er’s gross income is derived from such 
sources during a period of three years (or 
less if the taxpayer derived no income from 
such sources during the period) immediately 
preceding the close of the taxable year and 
at least 50 per cent of his gross income 
during this period was derived from the 
active conduct of a trade or business.” 


Accordingly, it is not surprising to find 
persons in high surtax brackets availing 
themselves of these exemptions and carry- 
ing on their activities in countries with 
more favorable tax rates than ours. 

Presumably, American movie stars are 
induced to engage in foreign motion picture 
production by the savings in income taxes 
which can be effectuated. It is noteworthy 
that a rash of motion pictures have been 
produced in Italy in recent years. 


Ed Gardner for several years has pro- 
duced his radio show, “Duffy’s Tavern,” 
in Puerto Rico. Undoubtedly, tax savings 
motivated this action. 


For the period 1942 through 1946, David 
E. Rose, a motion picture executive, suc- 
ceeded in saving approximately $223,000 of 


* Under Sec. 501 of the Code, at least 80 per 


cent (or 70 per cent if certain factors are 
present) of the corporation's gross income must 
constitute personal holding company income for 
the penalty provisions to apply. 

21 Code Sec. 116 (a) (1) and (2). 
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Nonresident aliens and 

foreign corporations are taxable 
only upon income from sources 
within the United States. 


income taxes. He was employed by Para- 
mount Pictures, Inc., to take charge of its 
motion picture production in Great Britain 
for an indefinite period. Under British tax 
law at that time, no tax would be imposed 
upon him if his salary was deposited in a 
bank in the United States and not remitted 
to him in Great Britain, since his contract 
of employment was entered into in the 
United States. Accordingly, British income 
tax was avoided by arranging for the week- 
ly salary checks and bonus to be deposited 
in an account which was opened in New 
York. Also avoided was the United States 
income tax. He successfully maintained * 
that as a bona fide resident of Great Britain 
for the period under review no tax was as- 
sessable against him. 


This complete tax avoidance device has 
been frequently used. The only reason for 
litigation in the Rose situation was the 
question of bona fide residence. There has 
been considerable Congressional agitation 
on this question but it appears highly im- 
probable that any major revisions will be 
effected as to this type of income. 


Although earnings from temporary and 
relatively short engagements in foreign 
countries would not be excluded from 
gross income, an inducement to enter upon 
such engagements is the deductibility of other- 
wise nondeductible expenditures. Travel- 
ing expenses to and from the point of 
engagement and the cost of meals and 
lodging in the foreign countries would, in 
all probability, be fully deductible inasmuch 
as the entertainers would surely be “away 
from home.” 


Nonresident Aliens 


Nonresident aliens and foreign corpora- 
tions are taxable only upon income from 
sources within the United States.™ 


If the income is derived from the sale of 
personal property it is treated generally 
as being derived entirely from the country 
in which sold.™ Therefore, a gain realized 
from the sale of personal property by a 


2 Code Sec. 251. 

*% David EH. Rose, CCH Dec. 18,072, 16 TC 232 
(1951). 

*% Code Sec. 112 (a). 

% Regs. 111, Sec. 29.119-8 





nonresident alien, consummated outside the 
United States, even though such property is 
intended to be used in the United States, is 
not considered taxable income to him. 


On the other hand, rents and royalties 
received for the of such property in 
the United States, although contracted for 
outside the United States, are taxable in- 
come to the nonresident alien as being 
derived from sources within the United 
States.” At the first blush, these principles 
seem clear enough. A second glance, how- 
ever, immediately poses the question which 
has been the cause of considerable turmoil 
and anguish: Has there been a sale of the 
property, or are the payments, rents and 
royalties for the use of the property in the 
United States? 


use 


Enrico Caruso, a nonresident alien, en- 
tered into a recording contract with the 
Victor Talking Machine Company, provid- 
ing for payments based on the sales of 
recordings of his voice. He unsuccessfully 
contended that royalties on recordings sold 
outside the United States were not taxable 
to him as income derived from sources 
within the United States.” Unfortunately 
for him, he rendered the services required 
for the recordings in the United States 
and quite logically, therefore, the court 
held that the so-called royalties were com- 
pensation (contingent compensation meas- 
ured by the sales of recordings) for personal 
services rendered in the United States and 
as such constituted taxable income to him. 


The outcome of the Caruso case, in ret- 
rospect, was relatively clear because Caruso 
had no proprietary interest in the master 
matrices or the retail recordings. 


Rafael Sabatini, the British author, how- 
ever, did have a property right, namely, 
the copyrights on his literary works. By 
contract executed in England, Sabatini 
granted (1) the volume and second serial 
rights in certain books he had written for 
which he was to be paid a stated percent- 
age of the proceeds of the sale thereof, and 
(2) exclusive world-wide rights to produce 
motion pictures based on five of his works 
for a stated period for a lump-sum payment. 





% Code Sec. 119 (a) (4). 

™ Ingram, Admzx. v. Bowers, 3 usrtc 
F. (2d) 65 (CCA-2, 1932). 

% Rafael Sabatini, CCH Dec. 8979, 32 BTA 705 
(1935). 

2% 38-2 ustc 7 9470, 98 F. (2d) 753 (CCA-2). 

* CCH Dec. 14,591, 5 TC 183 (1945), aff'd 46-1 
ustc 7 9130, 153 F. (2d) 61 (CCA-2), cert. den. 
328 U. S. 862. 

“|The court stated: ‘‘And because of the dif- 
fering histories and purposes of § 117 and § 211 


7 915, 57 
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The Board of Tax Appeals™ concluded 
that receipts from the volume and serial 
rights constituted royalties from sources in 
the United States but the transfer of the 
motion picture rights was a sale of personal 
property consummated outside the United 
States, and, therefore, the income therefrom 
was not subject to tax. 


On appeal, the Second Circuit Court of 
Appeals™ affirmed as to the volume and 
serial rights and reversed as to the motion 
picture rights: 

“We cannot agree that what occurred 
was a sale. It was instead but a granting 
of the right to produce motion pictures 
from the works for a limited time ; 
The fact that one lump sum was received 
for the privilege of using the property of 
the author instead of a series of payments 
does not alter the real character of what 
the taxpayer received. It was payment for 
the use of his literary property a 
(Italics supplied.) 


A further attempt to have a similar trans- 
action deemed a sale by not only granting 
the American and Canadian rights to literary 
works for a lump sum, but also granting 
such rights for an unlimited time was 
stricken down in the case of Sax Rohmer.” 
This interpretation by the same court that 
had rendered the decision in the Goldsmith 
case two years previously, stating that a 
similar transaction by a playwright-citizen 
of the United States was a sale, must have 
come as a rude shock to the taxpayer’s 
advocates.” 

Finally, P. G. ‘Wodehouse, after several 
years of litigation, achieved the dubious dis- 
tinction of having our highest court reject 
his contentions (1) that amounts received 
in advance and in full for exclusive book or 
serial rights throughout the United States 
in respect to certain of his literary works 
were in return for a sale of a property 
interest and (2) that even if the receipts 
were to be treated as royalties, they were 
not received annually or periodically.” 


This principle was reaffirmed in Mis- 
bourne Pictures, Ltd. v. Johnson.™ Plaintiff, 
a British corporation, transferred to Samuel 
Goldwyn the exclusive rights to distribute 


(1) (a) (A) respectively, we think that the 
views expressed by the majority in the Gold- 
smith case have no bearing here.’’ It appears 
to be a strain on logic to hold a transaction 
to be a sale for one purpose and yet not a sale 
for another. 

= Wodehouse v. Commissioner, 49-1 ustc J 9310, 
337 U. S. 369, rehearing denied 338 U. S. 840. 

50-1 ustc 7 9348, 90 F. Supp. 978 (DC N. Y.) 
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motion pictures produced by it in all parts 
of the world, other than in British territory. 
The court reiterated the bundle-of-rights 
theory wherein a transfer, not of the prop- 
erty itself, but only of limited rights therein 
is considered to have granted a mere license, 
and the transaction, for tax purposes (at 
least as applied to nonresident aliens and 
foreign corporations) is not a sale. Ac- 
cordingly, the amounts received by Gold- 
wyn were held to be subject to United 
States tax. 


DEFERMENT OF INCOME 

Having reached a surtax bracket of 80 
per cent, or more, the entertainer is not 
inclined to engage in additional activities 
which, after taxes, will leave him with 
relatively little income. On the other hand, 
he would gladly accept an engagement if 
all, or part, of the income could be deferred 
to a later year when, presumably, his tax 
burden would be greatly decreased. To 
him this would be an ideal arrangement as 
he would be assured of income in later, pos- 
sibly less productive years, without sacri- 
ficing anything because he has-no present 
need for that income. Ordinarily, this is 
accomplished by a long-term contract under 
which the employee is required to render 
services over the length of the contract. 

Walter Winchell, for example, has a life- 
time “consultant” contract with the Ameri- 
can Broadcasting Company. 

Milton Berle has recently entered into a 
30-year contract with the National Broad- 
casting Company, whereby during the first 
ten years of the contract he is required to 
render ordinary services on television shows 
and in the last 20 years he will be employed 
in a “consultive” capacity. 


WHAT THE FUTURE WILL BRING 
Obviously, the will continue 
to exploit some of the avenues of tax escape 
outlined above. 


entertainer 


In addition, the writers believe that the 
collapsible corporation type of arrangement 
is not yet completely dead, in spite of the 
efforts of Congress to close this loophole. 
Aside from the fairly obvious arrangements 
of (1) limiting the entertainer’s stock owner- 
ship to 10 per cent;* (2) realizing of suffi- 
cient income by the corporation so that not 
more than 70 per cent of the gain on sale 
or exchange of the corporate stock is at- 
tributable to the property manufactured, 


% Code Sec. 117 (m) (3) (A). 


% Code Sec. 117 (m) (3) (B) 
* Code Sec. 117 (m) (3) (C) 


Artists and Entertainers 


constructed, produced or purchased;*® and 
(3) having the corporation hold the prop- 
erty for three years before the stock is 
sold or exchanged,” capital gains from the 
production of motion pictures will be sought: 

(A) By postponing the realization of gain 
by some form of deferred payment sale; 

(B) By formation of a collapsible part- 
nership. 


Postponing Realization of Gain 


By its terms, Section 117 (m) does not 
apply to gain realized after the expiration 
of three years following the completion of 
such manufacture, construction, production 
or purchase. 


As applied to motion picture production, 
it appears that Section 117 (m) has effec- 
tively barred the realization of capital gains 
by dissolution of the corporation and the 
distribution of the motion picture by the 
stockholders.” To do this, it would be 
necessary for the corporation to hold the 
picture for three years. 

Since real estate is relatively stable in 
value, the builder would not be taking a 
serious risk if his collapsible corporation 
operated a property for three years before 
sale or exchange of the stock was effected. 
Realization of rents does not affect the 
basic value of the realty. However, a mo- 
tion picture is in an entirely different 
category. Receipt of distribution rentals 
reduces its residual value and ordinarily its 
distributional life is much less than three 
years. 

Thus, distribution by the corporation 
would result in full realization of the profits 
from the picture thereby eliminating the 
cornerstone of the collapsible corporation, 
namely, unrealized income. Nor would it 
be feasible for the corporation to merely 
hold the picture for three years before dis- 
tributing it to the stockholders in liquida- 
tion because (1) its substantial cost would 
be tied up without a return for three years 
and (2) its value is so unstable that it 
might be comparatively worthless after 
three years. 

Accordingly, if capital gains are to be 
obtained at all, they must be effected by a 
sale of the corporate stock. 

In many sales of property it is frequently 
difficult to determine when gain is realized 
This is particularly true in the case of 
installment and deferred-payment sales, 


* Aside from 
10 per cent. 


limiting stock ownership to 
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“Taxes and tax avoidance were 
probably born twins, and are likely 
to continue their joint existence 
until the millennium of a 

taxless world.’’—Professor Rudick. 


In the case of the ordinary installment 
sale where the unpaid purchase price is 
evidenced by notes or other evidences of 
indebtedness, the taxation of gain is post- 
poned until payments are received. Whether 
the realization of gain is likewise postponed 
has been the subject of considerable con- 
troversy. The Bureau has taken the posi- 
tion™ that the sale of the stock in a 
collapsible corporation on the installment 
basis, with the major part of the price to be 
paid after three years, will result in ordinary 
income. Its theory is that the installment 
basis does not postpone the realization of 
the gain but merely its taxation.” 

However, an entirely different tack, as 
exemplified in the case of Nina J. Ennis,“ 
is available to the entertainer. In that case 
the taxpayer sold property in consideration 
of a down payment in cash and the vendee’s 
contractual obligation to pay the balance of 
the purchase price in deferred payments 
extended over a period of years. The obli- 
gation was not evidenced by a note or other 
evidence of indebtedness aside from the 
contract. In holding the contractual obli- 
gation not to be the equivalent of cash 
and the only amount received in the year 
of sale to be the Judge Arundell 
stated: 


cash, 


“We agree that in every practical way 
the sale was complete in 1945... . It does 
not follow, however that the entire pur- 
chase price in excess of the basis con- 
stituted gain taxable in the year 1945. Since 
petitioner reported her income on the cash 
receipts and disbursements basis she realized 
gain from the sale of property only to the 
extent that the ‘amount realized’ therefrom 
is in excess of her basis. Section 111 (a). 
Section 111 (b) of the Internal Revenue 
Code provides that the ‘amount realized’ 
shall be ‘any money received plus the fair 
market value of the property (other than 
money) received’. 

“Upon the sale petitioner received as a 
down payment a sum of cash not in excess 
of her basis for the property, plus the 
vendee’s contractual obligation to pay the 





* Letter to a taxpayer, December 18, 1951. 

* But see South Texas Lumber Company v. 
Commissioner, 48-1 ustc 1 5922, 333 U. S. 496, 
in which it was held (for excess profits invested 
capital purposes) that anticipated profits from 
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balance of the purchase price in deferred 
payments extending beyond the year in 
question. This contractual obligation can- 
not be considered an ‘amount realized’ 
unless it is the equivalent of cash 

In the case of one reporting income on the 
cash receipts and disbursements basis only 
cash or its equivalent constitutes income 
[citing cases ]. 

“In determining what obligations are the 
‘equivalent of cash’ the requirement has 
always been that the obligation, like money, 
be freely and easily negotiable so that it 
readily passes from hand to hand in com- 
merce. We conclude, therefore, that 
the contractual obligation was not the 
‘equivalent of cash’, and the only ‘amount 
realized by petitioner on the sale of the 
property in 1945 was the sum of cash re- 
ceived. Since this sum was not in excess of 
petitioner’s basis for that property no gain 
realized on the sale in 1945.” (Italics 
supplied.) 


was 


This situation is quite distinct from the 
ordinary installment sale. In the latter, 
the full profit would be reportable were 
it not for the installment sales relief pro- 
visions. Accordingly, there is some merit 
in the position of the Bureau that gain on 
an installment sale is realized at the time 
of sale although its taxation is postponed. 
In the deferred payment sale, 
however, where the promise to pay is merely 
contractual, gain or loss could not be com- 
puted in the year of sale because the con- 
tract is not considered to be an amount 
realized from the sale. Therefore, it would 
certainly appear that no gain was “realized” 
at that time. 


case of a 


Consequently, it is extremely probable 
that collapsible corporations will still be 
utilized by motion picture stars. However, 
instead of liquidating the corporation and 
distributing the motion picture themselves, 
they will sell their corporate stock under 
an arrangement that in the 
Nina J. Ennis case. 


similar to 


Collapsible Partnership 


Instead of producing his motion picture 
through a collapsible corporation, the enter- 
tainer will seriously consider doing the 
same thing through a collapsible partner- 
ship, whereby instead of selling corporate 
stock, he will sell his partnership interest. 

(Continued on page 79) 


installment sales were not realized when the 
sales were made. 

“ CCH Dec. 18,543, 17 TC 465 (1951). See also 
Harold W. Johnston, CCH Dec. 17,578, 14 TC 
560 (1950). 
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Reflections on the History 
of Federal Income Tax Treatment 


of Capital Gains and Losses 


The Dilemma of the Cut-Rate Tax 


By ROBERT BANGS, of the United States Department of Commerce, 
Formerly with the Tax Advisory Staff of the Treasury Department 


The views expressed are personal 
and should not be construed 
either as reflections or portents 
of official government policy. 


( VER past four and as a 
result of (a) wider ownership of corpo- 
Securities, personal residences and 

other investment property, (b) the broader 

base and higher rates of the federal in- 
tax and (c) the roller-coaster be- 
havior of prices since 1913, interest in the 
capital-gain-and-loss provisions of the fed- 
eral income tax steadily increased. 

These provisions, however, are still un- 

familiar to the great majority of income 

taxpayers. Capital gain or loss is reported 
on less than 3 million out of approximately 

52% million individual income-tax returns 

filed year. 

Notwithstanding the fact that the capital- 
gains tax is still a class levy whereas the 
income tax since the early 1940’s has 
become a mass impost, more and more 
taxpayers are aware that our federal income 
tax does include capital-gain-and-loss provi- 
sions, that these elements of positive and 
negative income are not taxed or allowed 
for in the same manner as wages, dividends, 
interest or business profits and, in fact, that 
the tax treatment of long-term capital gains 
is preferential. 


the decades 


rate 


come 


has 


each 


The capital-gain-and-loss provisions have 
always held considerable interest for stu- 


dents and technicians in the field of taxation 
because of their complexity, the frequency 
with which they have been changed by leg- 
islation and the tax avoidance devices to 
which these provisions lend themselves. 
Prior to the Revenue Act of 1951, it was 
common practice for brokerage firms to 
publish guidebooks explaining to their 
customers how to arrange transactions, if 
not actually to beat the capital-gains tax, 
at least to enjoy its maximum advantages 
by judicious timing of switches in invest- 
ment holdings. With the amendments to 
Section 117 of the Code, added by the 1951 
act (eliminating the two-for-one offset of 
short-term against long-term gain),’ 
these brochures are less widely circulated. 


loss 


Historical Review 


In retrospect, the history of the capital- 
gain-and-loss provisions since 1913, when 
the modern income tax first became effective, 
is a curious tale of repeated Congressional 
wrestling with an apparently insoluble 
dilemma.* The problem has been how to 
draw tax provisions that would have equi- 
table results, be productive of revenue and 
yet not interfere unduly with the freedom 
of investors to their portfolios. 
These provisions have been revised more 
frequently and more radically than perhaps 
any other part of the personal income tax 
structure. In their present form, although 
they represent something of an equilibrium 
in the welter of opposing forces out of 


change 





1 Sec. 322, Revenue Act of 1951, P. L. 183, 82d 


Cong., 1st Sess. 
2 The review of capital gains tax history which 
follows owes a heavy debt to Anita Wells’ 


Cut-Rate Tax 


“Legislative History of Treatment of Capital 
Gains under the Federal Income Tax,’’ 2 Na- 
tional Tax Journal, pp. 12-32. 
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which our tax laws are legislated, they are 
widely regarded as unsatisfactory (like 
many compromises) by the several interests 
affected. 


On the one hand, the wealthy complain 
that the maximum rate, although less than 
one third of the maximum rate applicable 
to ordinary income, acts as a barrier to 
transactions and prevents invested capital 
funds from being as fluid as they think 
desirable for proper functioning of the econ- 
omy. For obvious reasons, we also find 
the stock exchange spearheading the case 
for greater fluidity of capital.’ 


On the other hand, articulate representa- 
tives of the lower income groups, such as 
organized labor, tend to look on the capital- 
gains tax as egregiously unfair because it 
allows a millionaire to pay only 26 per cent 
(or less than the third bracket rate) on 
earnings from investment. Moreover, it is 
becoming widely appreciated that the pres- 
ent law allows creative students of tax 
avoidance access to techniques for convert- 
ing every form of income, with the possible 
exception of wages subject to withholding, 
into capital gains if they possess the inge- 
nuity and wish to take the trouble. 


Capital Gains in Foreign Countries 


Capital-gain-and-loss provisions are a 
peculiarly American tax development—not 
found in similar form in many foreign tax 
systems. As is widely known, the British 
do not tax capital gains at all; nor do the 
Canadians or Australians, whose income tax 
laws are modelled after the British pattern.‘ 
This does not mean, however, that the Brit- 
ish do not tax many elements of profit that 
are treated as capital gains in this country. 
A more accurate description of the British 
treatment is that the British either tax what 
we call capital gains in full as ordinary 
income or exempt them as casual profits 
The area of casual profit exempt from tax 
under British law, is much narrower than 
the area of capital gains under American 
law. In brief, the British law is either more 


*See, for example, the pamphlet, Economic 
Progress, Tax Revision and the Capital Markets 
(New York, New York Stock Exchange, October, 
1947), p. 23, and following 

* For a brief background on the British treat- 
ment of capital gains see Panel Discussion, 
Capital Gains Taxation (New York, Tax Insti- 
tute Inc., 1946), pp. 30-37, and especially the 
remarks of George O. May. See also Robert M. 
Haig, Wall Street Journal, March 25 and March 
29, 1937. 

‘The British income tax dates from 1842. 
However, the main features of the British treat- 


severe or more lenient than our own but by 
no means parallel to American treatment. 


The American income tax, like those of 
the British Dominions, owes many features 
to the British law which had been in effect 
for 70 years before we had a permanent 
federal income tax. But in taxing capital 
gains, this country evolved an innovation 
in income taxation—one particularly sig- 
nificant for an expanding economy. 


With their mature industrial system the 
British take the not unreasonable position 
that over the long pull, gains and losses 
will about balance; hence there is little or 
no net revenue to be obtained by taxing the 
gains of some persons and giving tax credit 
to other persons for their losses. To be 
sure, the British Royal Commission on the 
Income Tax, which concluded in 1920 one 
of the most intensive studies of personal 
taxation ever made, took the view that the 
3ritish system was inequitable and that 
account of both gains and losses should be 
taken. But to date, this recommendation 
of the commission has not been put into effect. 


Capital Gains Always Taxed Here 


In this country, on the other hand, Con- 
gress recognized from the beginning that in 
a growing country with steadily expanding 
property values, capital appreciation repre- 
sented both a proper and a productive ob- 
ject of income taxation. Consequently, 
capital-gain-and-loss provisions have been a 
part of our income tax since its beginning. 
30th the Revenue Act of 1864 and the Civil 
War Income Tax Act of 1867 included special 
capital-gain-and-loss provisions.’ Likewise 
in 1913, when the modern income tax was 
set up, Congress showed no disposition to 
exclude capital gains and losses from the 
tax base. 


From 1913 to 1916 capital gains were 
taxed in full as ordinary income and no 
deduction was allowed for capital losses. 
This one-sided treatment resulted from 
Treasury interpretation of the 1913 statute 


which included in the definition of net 





ment, such as schedular assessment and deduc- 
tion at source, date from the temporary in- 
come tax legislation of the Napoleonic wars 
and particularly from the Act of 1803. For an 
interesting history of this act, see A. Farms- 
worth, Addington, Author of the Modern In- 
come Tax, London, 1951. 

*See Report of the Royal Commission on the 
Income Tax, Cmd, 615 of 1920. 

‘These have been described by Lawrence 
Seltzer in ‘‘Evolution of the Special Legal Status 
of Capital Gains under the Income Tax,’’ 3 
National Tax Journal, pp. 18-35. 
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income 
from 


“gains, profits, and income derived 
sales or dealings in property 
whether real or personal.” ® 
In 1916 this one-way treatment was modi- 
fied by allowing the deduction of losses “in 
transactions entered into for profit but not 
connected with business or trade.”* How- 
ever, such losses could be deducted only to 
the extent of corresponding gains and could 
not be used to offset ordinary income. In 
1918 this limitation on the deduction of 
capital losses was removed, making such 
losses fully deductible against income from 
any source.” 


Cut Rates 


This record, then, of full taxation of 
capital gains as ordinary income, offset first 
by no loss allowance, then a limited one, 
and finally unlimited loss deductibility, 
marked the initial period of capital-gains 
taxation in the United States and brought 
us to the Revenue Act of 1921. This act 
introduced the first preferential or cut-rate 
provisions for capital-gains taxation. 

The background of this rate-cutting should 
be kept in mind. During the period of 
World War I and thereafter, prices and 
hence capital values increased sharply. The 
capital-gain tax provisions were an important 
revenue source, accounting for a significant 
part of total income tax yield during the 
period 1913-1921. 


In the 1921 Revenue 
Act a considerable protest against the pre 
vailing capital-gains tax provisions was 
raised on the ground that these provisions, 
in combination with the trend of prices in 
previous years, were widely impeding the 
sale of farms, corporate stock and other 
investment property. Congress, then as 
now, showed a marked sensitivity to rural 
protestations and decided something would 
have to be done. 


hearings on the 


The result was a provision for an alterna- 
tive rate whereby investors might elect to 
pay a 12% per cent tax on their investment 
profits in lieu of including these profits in 
their taxable incomes.“ By an ingenuous 
process of reasoning, the 12% per cent rate 
selected was exactly one half of the maxi- 
mum individual income tax rate then in 
effect and was equal to the flat rate appli- 
cable to corporate income. 


Application of Corporate Rate 
to Individual 


In a candid moment before the Ways 
and Means Committee in 1932, Under Secre- 
tary of the Treasury Ogden Mills (a member 


of the Ways and Means Committee in 
1921) said: 


“We adopted the 12% percent provision 
because it was the opinion, I think, of every- 
one at that time [stc] that if we applied the 
very highest surtax rates to gains from 
property held over a long period of time 
there would be a very real tendency to 
impede normal business transactions that 
would otherwise take place there- 
fore we reduced the rate to the rather arbi- 
trary figure of 12%4 percent. Twelve and 
one-half percent taken at that time 
because it was the rate on corporations and 
while there is no direct relationship between 
the two that was the figure selected and 


that was the reason that particular figure 
was suggested.” ” 


was 


Despite its arbitrary origin the stable 
12% per cent rate remained for a relatively 
long period—until 1934. This stability may 
be contrasted with the maximum federal in- 
come-tax bracket rate which was succes- 
sively reduced from 50 per cent in the Reve- 
nue Act of 1921 to 20 per cent in the act 
of 1926 and then raised again in 1932 to 55 


per cent and in 1934 to 59 per cent.” How 





® Wells, work cited at footnote 2, at p. 12. 

®* Work cited at footnote 2, at p. 13. 

1% See footnote 9. 

11 The considerations leading to the cut rate 
in 1921 were stated in a 1923 report of the House 


Ways and Means Committee (submitted by 
Ogden Mills) very plainly. This report, de- 
scribing the pre-1921 system of taxing capital 
gains as ordinary income, said ‘‘this system... 
involved an injustice to the taxpayer in that 
an increment frequently accumulated over a 
period of many years was taxed at a high sur- 
tax rate because the property was converted 
into cash in a given year and the net profit 
arbitrarily attributed to the year in which 
the sale took place. 

“But of much greater importance was the 
decided interference with the normal course of 
business and commerce. With a maximum tax 
of 77 percent there was a severe artificial [sic] 


Cut-Rate Tax 


restraint on sales at a profit, and many trans- 
fers of property extremely desirable from the 
standpoint of economic development and gen- 
eral public welfare were not only retarded but 
actually prevented.’’ Committee on Ways and 
Means, Rept. No. 1388, 67th Cong., 4th Sess. 
January 12, 1923, pp. 1-2. 

This judgment as to the relative importance 
of the equity and market fluidity reasons for 
low rate capital gains taxation has remained 
quite characteristic of Congressional thinking 
on the subject down to the present time. 

2 Hearings before the Committee on Ways 
and Means on Revenue Revision, 1932, 72nd 
Cong., 1st Sess., pp. 41-42. 

% See ‘‘Federal Tax Rates, 1913 to 1940,"’ An- 
nual Report of the Secretary of the Treasury 
on the State of the Finances for the Fiscal 
Year 1940, pp. 468-469 
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ever, the alternative capital-gains rate did 
remain fairly close to the corporate rate 
throughout the 1920’s. This latter rate rose 
to 13 per cent for 1925, 13!%4 per cent for 
1926-1927 and 13% per cent in 1932." 


To tax capital gains at the corporate rate 
was perhaps not so arbitrary as might first 
appear. The preponderant part of reported 
capital gain, then as now, consisted of ap 
preciation in corporate securities. In mary 
cases one reason this appreciation occurred 
was because corporations reinvested earn 
ings instead of paying divi- 
dends. Although all corporate profits, 
whether distributed or not, passed through 
the corporate income tax mill, reinvested 
earnings tended to increase (1) the value 
of corporate plant, (2) the future earning 
power of the corporation and, hence, (3) 
the value of its securities. 


them out as 


In many cases capital gains thus owed 
their origin to reinvested corporate profits; 
their magnitude represented the present 
value of an expected enlargement of the 
future income stream of a particular 
poration. 


cor- 


If the corporate rate represents approxi 
mately the average of the bracket rates that 
a corporation’s stockholders would pay or 
an increment of profits not distributed to 
them but reinvested, there is a certain rough 
equity in taxing security appreciation (inso- 
far as due to reinvested earnings) at the 
corporate rate. The inequity in this proce- 
dure stems from the facts (1) that book 
and market values of securities often do 
not correspond but diverge and (2) that the 
incomes of the various stockholders are not, 
in fact, uniform. Hence, to tax them in this 
manner means that high-income stockhold 
ers pay too little and the low-income stock- 
holders too much 


Alternative Rate Favors Only One Class 


However, since the alternative rate was 
available at the stockholders’ option, in 
practice the stockholders did 
not use it. Their capital gains were taxed 


low-income 


% Work cited, footnote 13, at pp. 470-471 

% With the exception of 1929 when it was 
$32,000. See Federal Income Tax Treatment of 
Capital Gains and Losses (United States Trea- 
sury Department, June, 1951), p. 25. 

* Committee on Ways and Means, 
Revenue Bill of 1921, H. Rept. No 
Cong., lst Sess., pp. 10-11. 

Some students of the capital-gains tax prob- 
lem have regarded the distinction between 
capital and noncapital assets as the chief basis 
for policy in this field. For example, in 1931, 
T. S. Adams proposed a very low rate on a 


teport on 
350, 67th 


in full as ordinary income. The income 
group benefited by the 12% per cent rate, 
therefore, was a shifting one whose mem- 
bership depended on the schedule of bracket 
rates in force. 


When the 12% per cent rate was first 
adopted it benefited only persons with sur- 
tax net incomes of $16,000 or more. As 
income-tax rates were reduced during the 
1920’s the minimum income level for the 
alternative rate increased to $24,000 for 
1924 and to $28,000 for 1925 through 1931.” 
With the boost in income tax rates in 1932 
the breaking point for the alternative rate 
again became $16,000. 


Blocking of Transactions Argument 


In legislating the cut rate in 1921, Con 
gress justified this step on the two grounds 
(a) that a high rate was a barrier to sales 
and (b) that taxation of capital gains only 
when realized was potentially inequitable to 
some taxpayers because of the progressive 
rate schedule. In its report the Ways and 
Means Committee said: 


“The farms, mineral properties, 
and other capital now seriously 
retarded by the fact that gains and profits 
earned over a series of years are under the 
present law taxed as a lump sum (and the 
amount of surtax greatly enhanced [sic] 
thereby) in the year in which the profit is 
realized. Many such sales with their pos- 
sible profit taking and consequent increase 
of the tax revenue blocked by 
this feature of the - 


sale of 


assets is 


have been 


present law.” 


Restrictions on Use of Reduced Rate 


Apart from the level of income, the other 
restrictions on availability of the cut rate 
are noteworthy. These were determined by 
the definition of capital assets in the 1921 
law.” Capital assets were defined as “prop- 
erty acquired and held by the taxpayer for 
profit or investment for than two 
(whether or not connected with his 
trade or business)” but not including prop- 


more 
years 





rigorously restricted definition of capital assets, 
saying in this connection that ‘‘an ideal income 
tax would separate the several varieties of capi- 
tal gains and deal with them differently. But 
it would be impossible to carry this classifica- 
tion very far.’’ See his ‘‘Capital Gains and the 
Federal Income Tax,’’ an address before the 
Chamber of Commerce of the United States 
May 1, 1931. Reprinted in Taxes—The Tax 
Magazine, June 1931, pp. 208-211. 

% Traders in securities could always convert 
a short-term into a long-term capital gain by 
selling an appreciated security short and wait- 
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erty held for the personal use or consump- 
tion of the taxpayer or his family or stock 
in trade of the taxpayer or other property 
of a kind which properly would be included 
in the inventory of the taxpayer if on hand 
at the close of the taxable year.” 


Thus the preferential rate required a two- 
year holding period, was not applicable to 
personal property such as a residence, was 
not applicable to a merchant’s stock in 
trade, and was in fact reserved for relatively 
passive investors. The definition also re- 
quired some nice distinctions.” For exam- 
ple, profit from the sale of a parcel of land 
was taxed one way if the owner were a 
real estate dealer and another way if he 
were merely an investor in real estate whose 
main business was in some other line. Like- 
wise the profit a merchant made from selling 
his inventory was taxed one’ way whereas 
the profit from selling his business prem- 
ises was taxed another. 


It is significant (perhaps of the ascend- 
ancy of form over substance) that the his- 
tory of the capital-gains tax since 1921 
shows the loss provisions and the definition 
of capital assets have been changed more 
frequently than the reduced rate which 
makes these collateral provisions necessary. 
The frequency of these changes is possibly 
symbolic of the difficulties that flow from 
a rate concession made for the benefit of a 
particular group of taxpayers. 


Parallel Treatment of Gains and Losses 


The 1921 act, though reducing the maxi- 
mum rate on capital gains, left intact the 
provision which allowed capital losses to 
be offset without limit against income of 
any kind. This state of affairs was immedi- 
ately criticized as prejudicial to the revenue; 
an amendment to one-sided 
next year. 


this 
the 


correct 


treatment was introduced 





(Footnote 18 continued) 
ing (in a hedged position) for the holding period 
to run. This problem existed even under the 
Revenue Act of 1921; see Arthur J. Hogan, 
The Capital Gains Tax,’’ TAxEs—The Taz 
Magazine, May, 1931, pp. 165-167. An attempt 
to close this loophole has finally been made in 
Sec. 211 of the Revenue Act of 1950 but it 
remains to be seen whether this amendment will 
actually cure the tax avoidance possible through 
the use of short sales and ‘‘puts.’’ In effect, 
Sec. 211 merely forces would-be tax avoiders 
to use slightly different rather tnan ‘‘sub- 
stantially identical’’ property for hedging pur- 
poses 

”% These distinctions were simple compared to 
those required under present law For a 
discussion of the latter, see Peter Miller, ‘‘The 
Capital Asset Concept, A Critique of Capital 


Cut-Rate Tax 


However, the amendment did not become 
law until 1924. The 1924 act limited the tax 
credit for capital losses to the same 12% per 
cent that was applicable to gains. This provi- 
sion was heralded as providing parallel treat- 
ment for investors who made gains and 
those who made losses. Actually, however, 
a provision that taxes gains at reduced rates 
and limits the allowance for losses has the 
effect (as compared with full taxation and 
full loss offset) of accentuating both the 
gains of the winners and the losses of the 
losers. It is equitable only in the sense 
that it provides a kind of rough justice 
between the Treasury on the one hand and 
(considered collectively) the group of in- 
vestors having capital gains and losses on 
the other. 


An interesting speculation concerning cut- 
rate capital-gains taxation during the 1920's 
is whether (and how much) tax leniency 
may have contributed to the bull market 
and subsequent 1929 crash.” It is undeni- 
able both that capital gains were taxed 
relatively less and that stock-market specu- 
lation was relatively more common in the 
1920’s than in the previous decade. Yet, 
probably the association was coincidental. 
(Personally, I doubt that the majority of 
investors are motivated primarily by tax 
considerations when contemplating portfolio 
change even today when both ordinary 
income and capital-gains tax rates are con- 
siderably higher than in the 1920’s.) More- 
over, the 12% per cent rate of the 1920's 
was available only to profits from property 
held more than two years. In that respect 
the low rate was less readily accessible to 
speculators than it is now when the holding 
period is only six months. 


In retrospect, the provision for an alter- 
native flat rate and a parallel limit on losses, 
while it was perhaps appropriate for a 
period such as the 1920’s when stock prices 
were rising and the federal government was 


59 Yale Law Journal, pp 


Gains Taxation: I,”’ 
837-885 

2” Jn an interesting article published in 1932, 
F. I. Raymond, a _ businessman, attributed 
‘“‘much of our abnormal business activities of 
the past decade’’ to the 12% per cent rate 
He proposed that when capital gains are de- 
rived from the sale of corporate shares, the 
seller’s share in reinvested earnings of the 
corporation be taxed as ordinary income and 
only the excess over this amount be considered 
capital gain. This proposal shows a nice ap- 
preciation of the relation between capital gains 
and reinvested corporate profits but would have 
been somewhat impractical because of wide 
differences between book and market values of 
corporate securities. See Raymond, ‘‘The Capi- 
tal Gains Loophole,”’ TAxes—The Tax Maga- 
zine, October, 1932, pp. 373-375 
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both operating at a substantial surplus and 
reducing income-tax rates, was not equally 
appropriate to a different set of economic 
circumstances. Following the stock-market 
crash in 1929 and later the changed orien- 
tation of fiscal policy during the Roosevelt 
administration, the need for revision of the 
capital-gain-and-loss provisions quickly be- 
came apparent. 


Capital Gains and the Depression 


The first step taken was to set a limit 
on deductibility of capital losses. This was 
considered necessary by the Hoover ad- 
ministration to protect the revenue in the 
face of declining prices. According to pres- 
ently accepted criteria of fiscal policy, to 
protect the revenue against price decline is, 
if not to misuse, at least to fail to employ 
fiscal instruments in a manner designed to 
promote economic stability. Nevertheless, 
in 1932 this course was followed. 

In the 1932 law the House bill provided 
that losses from securities transactions could 
be offset only against gains from such 
transactions. In the Senate review of this 
bill, however, this limitation was thought 
too severe and was modified so as to apply 
only to short-term transactions; moreover, 
a one-year carry-over of unused 
allowed “to avoid hardship.” 
version was enacted.” 


loss was 
The Senate 


By 1934 dissatisfaction with the capital- 
gain-and-loss provisions of the 1920’s had 
reached such proportions that it was con- 
sidered necessary to overhaul these provi- 
sions completely. In the hearings on the 
1934 act several good reasons for revising 
the old provisions were brought out. 


Graduated Percentage Exclusion 


In the first place, the cut rate of the 
1920’s benefited only high-income investors 
and not those in the lower-tax brackets. 
There was strong sentiment for a provision 
that would generalize the cut rate and 
make it available to all owners of invest- 
ment property regardless of the level of 
their incomes. The device selected for 
this purpose was percentage exclusion from 
the tax base of a portion of the realized 
gain. This percentage-exclusion device for 


™ Wells, 
18-19. 

= Overtaxation results only where a taxpayer 
is pushed into a bracket higher than he would 
have occupied had the gain been realized as it 
accrued. Thus if he is continuously in the 
maximum effective rate area there can be no 
overtaxation from lumping capital gain in the 
year of realization. Moreover, in many cases 
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work cited at footnote 2, at pp. 


January, 


rate reduction has survived from 1934 down 
to the present time, although it has changed 
(more than in detail) several times. 


The 1934 hearings added some precision 
to the idea with which Congress had groped 
in 1921, namely, that a gain accrued over 
many years is taxed too much when brought 
into the tax base only in the year realized. 
Obviously, this alleged overtaxation is a 
result of the progressive bracket rate struc- 
ture; it would not exist if personal income 
tax were assessed at a flat rate.” 


The amount of the overtaxation resulting 
from charging capital gain only when real- 
ized, depends on the size of the capital gain 
in relation to income, on the number of 
years over which it is accrued and on the 
location of the taxpayer with respect to 
bracket-rate boundaries before and after 
he has added the capital gain. 

The kind of rate concession, desired to 
satisfy the criterion of equity, is one that 
will lower the rate more for the older and 
larger gains and less for those that are 
younger and smaller. The amount of the 
concession should also be related to the 
kind of income-tax rate progression in 
force; but the nature of this latter relation- 
ship frequently has been misunderstood, if 
not actually subverted. 

The American income tax features pro- 
gression by bracket rates as opposed to the 
Australian income tax which features pro- 
gression by formula.™ Moreover our bracket 
rates increase relatively less (first differ- 
ences are progressively a smaller percentage 
of the next lower bracket rate) the farther 
one goes up the income scale. In addition, 
the higher the income the wider are the 
brackets. 

Since the rate of increase in marginal tax 
rates is inversely correlated with income 
size, a proper adjustment for rate progres- 
sion would provide relatively more percent- 
age exclusion for capital gains toward the 
bottom of the bracket rates than toward 
In practice, however, the law has 
provided just the opposite; it has benefited 
high income capital-gain recipients consid- 
erably more than those in the lower brackets 

The plan for taxing capital gains evolved 
in the 1934 act featured percentage exclu- 


the top. 


the excess tax may amount to no more than 
interest on the tax postponed until realization 
This is relevant because the overtaxation is 
measured with reference to an accrual system 
of tax accounting. 

% For a discussion see Harold M. 
‘Taxation in Australia and New 
National Tax Journal, pp. 1-11. 


Groves, 
Zealand,’’ 2 
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sion from the tax base of a larger portion 
of a capital gain, the longer the period for 
which the asset yielding the gain had been 
held. The background from which this new 
plan evolved should be kept in mind. 


Sensational hearings recently had been 
held (1933) by the Senate Banking and 
Currency Committee on stock-exchange 
practices. Among the facts brought out in 
these hearings was that certain wealthy in- 
dividuals had paid no income taxes during 
the early 1930’s because their losses from 
sale of stock and bonds entirely offset their 
ordinary incomes. The Revenue Act of 1932 
limited this deductibility only for short-term 
losses, that is losses from assets held less 
than two years. In this setting (where cer- 
tain millionaires were legally avoiding all 
federal income taxation), it was obvious 
Congress had to consider some method of 
limiting capital-loss deductibility. 


On the gains side there was, as already 
noted, widespread dissatisfaction with the 
12%, per cent rate which benefited only a 
small minority of the taxpayers having capi- 
tal gains. Some method of generalizing the 
rate concession had to be found. 


The method suggested (by the Staff of the 
Joint Committee on Internal Revenue Taxation, 
reporting to a Subcommittee on Tax Avoid- 
ance of the Committee on Ways and Means) 
was one of graduated percentage exclusion.” 
The committee staff took as a standard of 
equity the principle that capital gain should 
be taxed when realized at a rate that would 
equal the rate such gains would have paid 
if realized in equal annual increments over 
the period the capital asset had been held. 


The arithmetic employed by the staff to 
pass from this respectable principle to a 
suggested percentage-exclusion 
by no means impeccable 
exclusion 


schedule was 

Percentages of 
the staff ranged 
from zero for assets held less than one year 
to 80 per held 


suggested by 


cent for those more than 


five years.” 


Defects in Percentage Exclusion 


In hearings on this plan before the Ways 


and Means Committee in December 1933, 





* The 1934 system had its inception in a 
report submitted to the Joint Committee on 
Internal Revenue Taxation by its staff on No- 
vember 28, 1928. This report proposed that 
capital gains accrued in more than two but 
less than three years should be 90 per cent 
included in taxable income; three- to four-year- 
old gains, 80 per cent; four to five years, 70 per 
cent; five to seven years, 60 per cent; seven to 
ten years, 50 per cent; ten to 15 years, 40 per 


Cut-Rate Tax 


Roswell Magill, representing the Treasury, 
pointed out just how faulty the staff’s arith- 
metic was. He cited as an example the 
case of a taxpayer selling an investment 
he had owned for six years at a $60,000 
profit. Under the staff plan he would be 
taxed on only 20 per cent of the profit, or 
$12,000. According to the staff's own 
standard, he should have been subject to 
six taxes on an item of $10,000 instead of 
only one on $12,000. 


Mr. Magill also pointed out that a loss 
on property held for only one year could 
wipe out completely a gain five times as large 
on property held more than five years.” 

Although the Treasury in 1934 accurately 
put its finger on the weakness in the Joint 
Committee staff’s plan, its own suggestions 
for a method of taxing capital gains too 
closely resembled the previous system to be 
acceptable. The principal emphasis in the 
Treasury’s suggestions was put on methods 
of loss limitation. 

Both the Ways and Means and Senate 
Finance Committees accepted the principle 
of the percentage-exclusion plan but each 
made adjustments in the time periods defin- 
ing exclusion brackets and in the amount 
of exclusion permitted in each bracket. The 
scale finally enacted followed the Senate 
version and allowed the following percent- 
ages of exclusion: 

Percentage 
of Exclusion 
On Assets Held Allowed 
Under one year 
More than one but less than two 

years 20 
More than two but less than five 

years 40 
More than five but less than ten 

years 60 
More than ten years 70 


It should be noted that these percentages 
so closely resembled the staff’s suggestions 
that Mr. Magill’s criticisms still applied. 
On an $11,000 profit accrued over 11 years 
the taxpayer paid only once on $3,300 and 
not 11 times on $1,000. Moreover, a loss 
on an held for less than 


asset one year 





cent; and over 15 years, zero per cent. See 
Lovell H. Parker, ‘‘Capital Gains and Losses,”’ 
TAXxES—The Tax Magazine, October, 1936, pp. 
604-610 

** Memorandum to Subcommittee on Preven- 
tion of Tax Avoidance of Ways and Means Com- 
mittee reported in preliminary report of sub- 
committee, Committee Print (1933). 

* Hearings of the Committee on Ways and 
Means on Revenue Revision, 1934, pp. 39-40. 
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times its 
held more 


three 
property 


would offset more than 
amount of gain from 
than ten years. 


Thus, under the 1934 act for the first 
time, taxpayers with both capital gain and 
loss began to be taxed or credited not on 
their actual profit from trading in securities 
or other capital assets but on some arbi- 
trary or fictitious balance. This feature of 
the capital-gains tax has persisted from the 
1934 through the 1951 acts; it has contrib- 
uted a bizarre quality to the results of 
capital-gains taxation over this entire period. 


Arbitrary Loss Limitations 


On the loss side, the provision finally en- 
acted in 1934 allowed capital losses to be 
offset without limit against capital gains 
in any year but with a limit of $2,000 (and 
no carryover) against ordinary income. If, 
in retrospect, this limitation seems 
severe it should be remembered (a) that 
it was dictated by vestiges, at least, of the 
former desire to protect the revenue against 
falling prices, (b) that if investors behaved 
rationally and cut their losses short while 
letting their gains run, losses would enter 
their tax computations at or close to full 
value whereas gains would be drastically 
scaled down, and (c) that the provision was 
far more favorable to taxpayers having 
numerous transactions in securities and 
hence some elements of both gain and loss 
in any year, than to taxpayers having only 
isolated transactions and hence having to 


loss 


look solely to the permissible offset of capi- 
tal loss against $2,000 of ordinary income 
in a single year. 

The 1934 law also abandoned any pretense 
of treating gains and losses equally, as the 
pre-1934 legislation had done by limiting 
the maximum tax offset for loss to the same 
rate as the maximum applied to gains. 

If a gracuated percentage exclusion was 
appropriate on the gains side it is reasonable 
to ask why it should not have been applied 
The arithmetic, 
would have been different. 


to losses also. 


however, 

If capital gains accrued over many years 
are taxed too much by being assessed only 
in the year realized, so a capital loss is 
credited too little, if by being counted in 
only one year it throws the taxpayer into 
lower brackets.” If the correction for this 
inequity is to write down the percentage 
of capital gain taken into the tax base, then 
by the same logic, capital loss should be 

* Carl Shoup made this point effectively in 


Panel Discussion, Capital Gains Taxation, New 
York (Tax Institute Inc., 1946), p. 25. 


written up in an analogous manner. Thus, 
for example, if only 30 per cent of an 1l-year- 
old gain is taxed, the proper allowance for 
an ll-year loss would not be 30 per cent but 
170 per cent. 


Such a proposal in 1934 would doubtless 
have shocked the Congressional committees, 
but might have caused them to reconsider 
the exclusion brackets they adopted. Such 
a loss offset would, of course, not have pro- 
tected the revenue but would have allowed 
investors generally to liquidate their white 
elephants and to share the bulk of thei: 
losses with the Treasury. Such a policy 
might indeed have contributed toward an 
earlier recovery from the great depression 
—but this is only speculation from hind- 
sight. 

At any rate, the 1934 method of treating 
capital gains and losses, imperfect though 
it was by both equitable and practical stand- 
ards, persisted until 1938. The chief reason 
why the graduated exclusion plan proved 
unsatisfactory was that the steps-up in 
percentage exclusion from one bracket to 
another were too large. Consequently, not 
only were inequitable tax results produced, 
but taxpayers also were encouraged to hold 
property instead of selling it, in order to 
gain the advantage of the next 
tax-free realization of gain. 


step-up in 


Criteria for an Optimum Capital-Gains Tax 


Whenever the capital-gains tax operates 
unreasonably to delay profit-taking and to 
encourage taxpayers not to sell property, 
it is defective both in equity and as a 
revenue-raising device. In all such cases it 
should be altered. The objective should be 
a plan for taxation that will be neutral in 
its effect on the timing of investment trans 
actions. None of the plans followed by this 
country to date has satisfied this criterion 
Indeed this is perhaps the chief paradox in 
capital-gains taxation—that equity and eco 
nomic considerations are so apparently (but 
I think not actually) in conflict. 

It is interesting to conjecture whether a 
plan that would exclude by formula a small 
percentage of the gain realized for each 
year (over one or two) that an asset had 
been held, would not come closer to resolv- 
ing the dilemma. For example, if the tax- 
payer were allowed (a) to exclude (say) 
1 or 2 per cent per year of his capital gain 
(but not of his tax thereon) for each year 
over one that the asset had been held,” (b) 





%In this connection the difference between 
1 and 2 per cent and 5 and 10 per cent per year 
is not a mere detail but involves the essence of 
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if on the loss side he were similarly per- 
mitted to write his loss not down but up 
by the same percentage factor based on age 
and (c) if there were no alternative rate and 
no loss limitation, it is my personal opinion 
that we would have a tolerably equitable 
system. 


It would still be defective in that taxpay- 
ers would not be taxed or credited on their 
actual profit or loss but on some arbitrary 
balance. But there is no plan that will do 
this and still correct for overtaxation of old 
gains under a system of income-tax progres- 
sion by brackets rather than formula. 

There is, 
country 


I think, little likelihood that this 
will choose to throw away its es- 
tablished system of bracket income tax rates 


in favor of the unfamiliar and mathemati- 


cally more complex system of formula 


progression. 


Opening the Era of Compromise 


The system of taxing a smaller percentage 
of older capital gains and of allowing less 
tax credit for older capital losses lasted only 
three years. In 1937 another subcommittee of 
the Ways and Means Committee devoted 
considerable study to radical methods of 
revising the capital gain and loss provisions. 
Among other possibilities they studied an 
averaging proposal; this would have divided 
total capital gain or loss by the number of 
years held and taxed annual average 
gain (or reduced tax for such annual aver- 
age loss) at the current rates applicable to 
ordinary income. While this plan had many 
theoretical that its results 
conformed quite closely to the accepted 
standard of equity, it 


such 


advantages in 


considered 
complex—especially where a single taxpayer 
had several elements of gain and loss with 
different holding periods to report in a sin- 
gle year 


was too 


HM 1s a 


presses 


curious fact that 


interest in 


Congress ex- 


more capital-gain-and- 


loss provisions following a decline in stock 


prices and a down-turn in 
capital-gains tax revenues than at any other 
period. Although during a rising price trend 
much more revenue may be lost due to applying 


cut rather than full rates to the large gains 


consequent 


accruing in rising price years, this revenue 
s never shows up in Treasury accounts; 


(Footnote 28 continued) 

the proposal. Perhaps the proposal’s greatest 

weakness is its vulnerability to subversion in 

this way, under the representation that the 

change is merely in detail. 
” Treasury Department, 

note 15, at p. 3 


work cited at foot- 


Cut-Rate Tax 


hence it 
of a 


does not command the attention 
revenue actually appearing in 
Treasury bookkeeping—when prices decline 
and capital losses outweigh gains. Yet the 
uncounted revenue loss during rising price 
periods is far greater than the recorded loss 
from falling prices so long as the economy 
is expanding. 


loss 


This must be so with a capital-gains tax 
system that produces a positive revenue in- 
crement over the long run—as the American 
tax provisions have done. For example, in 
the period 1926 through 1951 the revenue 
from capital-gains taxation of individuals 
has been estimated at about $7.2 billion.” 
In the period from 1926-1929 it was more 
than $1.5 billion or roughly 40 per cent 
of the total yield from individual income 
taxation during the four-year period.” Like- 
wise, during the ten years from 1938 through 
1947 the net yield from capital-gains taxa- 
tion of individuals was approximately $2.9 
billion—with a much broader income tax 
base however. This $2.9 billion figure was 
less than 3 per cent of the total yield from 
personal income taxation by the federal 
government in this same ten years.” 

In discarding more equitable plans for 
capital-gains taxation as too complex, Con- 
gress in its wisdom decided in 1938 to sim 
plify these tax provisions. In so doing the 
legislators appeared to have been strongly 
influenced by the argument that the per- 
centage-exclusion brackets of the 1934 act 
encouraged holding rather than selling ap- 
preciated property; thus 
collection of some tax revenue. 


they postponed 


They were doubtless aware that, then as 
now, more than postponement was involved 
in cases where the investor holds his appre- 
ciated property until death. Both the then 
existing and the present law provide for 
tax-free write-up of the basis (for dete: 
mining gain or loss) of the property at date 
of death or at the subsequent optional date of 
valuation for federal estate-tax purposes 

This is a serious loophole in that the 
accrued capital gains of an estate are never 
brought to final income-tax accounting. The 
outstanding student of the capital-gains pro 
visions has described this treatment of 
accrued capital gains at death as the out 
standingly bad feature of these tax provi- 


a 3? 
$10ns. 


*® Work cited at footnote 29, at p. 45. 

1 Work cited at footnote 15, at p. 46. 

3% Lawrence Seltzer, The Nature and Taz 
Treatment of Capital Gains and Losses (Na- 
tional Bureau of Economic Research, 1951), pp. 
299-304. This tax leakage might be cured by 

(Continued on following page) 
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The 1938 simplification took the form of 
reducing the five age classes of capital gain 
and loss in the 1934 act to three. They were 
further reduced to two in 1942 and this 
dichotomy has persisted down to the present 
time. Short-term gains and losses (those 
held 18 months or less under the 1938 legis- 
lation) were fully taxed and allowed for; 
intermediate-term gain and loss (accrued in 
more than 18 but less than 24 months) was 
two thirds accounted for in tax computation; 
while long-term gain or loss (more than 
24 months) was taken into account to the 
extent of 50 per cent. 


Revival of the Alternative Rate 


Moreover, the alternative tax, which had 
been eliminated in 1934 on the ground that 
percentage exclusion did what the flat rate 
had done during the 1920’s and, moreover, 
did it for all investors, was revived. The 
new alternative rate was 30 per cent. How- 
ever, in combination with the percentages 
of exclusion, the maximum effective rate 
became 20 per cent -or one-and-one-half to 


two-year-old gains and 15 per cent for those 


aged over two years. A tax concession 
originally available only to the wealthy had 
been generalized to all taxpayers in 1934. 
Now in 1938 the wealthy got their special 
concession back again on top of the general 
rate cut; they received in effect two rate 
cuts or one more than the number available 
to lower income taxpayers. Pre-1934 in- 
equity was restored. 

An uncharitable interpretation of the 1938 
legislation, which has provided the pattern 
down to the present day, is that this act 
incorporated all the worst features of both 
the prior methods of taxing capital 
at preferential rates. 


gains 


From the 1938 legislation it was but a 
simple (and consistently illogical) step to 
the 1942 provisions which remain the pat- 
tern for present law. From three age classes 
the provisions were further “simplified” to 
two. While short-term capital gain con- 
tinues to be fully taxed, the area bearing 
the full rates was radically reduced by 
shortening the holding period from two 
years (1921) and 18 months (1938) to six 
months (1942). 


Short Holding Period 


The logic of allowing speculative profits, 
accrued and realized within one tax year, 
to pay less tax than that paid on a mer- 
chant’s turnover (also within one year) was 
not clear at the time. Nor 
quently been clarified. 


has it subse- 


To be sure, there is always the argument 
that a short holding period encourages 
profit-taking and consequently increases im- 
mediately the revenue yield from the capital- 
gains tax. But this argument fails to take 
account of the fact that a large number of 
small realized profits may pay no more tax 
than a smaller number of larger profits over 
the same period of time. 


Moreover, the greater the adaptation of 
the tax provisions to short swings in the 
stock market, the greater is the possibility 
for tax manipulation—especially 
two-for-one offset of gain against 
possible—as it was throughout the period 
1942-1950. It is necessary only to look at 
the results of capital-gains tax collections 
to realize that the revenue from these pro- 
visions depends far more on the trend of 
stock prices than on any other single factor 
This is clear, for example, from the chart 
in the Treasury study previously cited.” 


when a 


loss is 


Because capital-gains tax revenues move 
with stock prices, it is interesting to specu- 
late how much influence these tax provisions 
may have in determining the pattern of 
market operations and hence of stock prices. 
To examine this interesting question would 
require far more than is available 
here; it would also be, at best, only conjec 
ture. However, one footnote may be added.™ 


Space 


Present Pattern 


In the 1942 legislation, which fixed the 
present pattern of the capital-gains tax, the 
significant change was shortening the hold- 
ing period from 18 to six months and thus 
applying the cut rate, or the double cut 
rate for taxpayers in the alternative rate 
area, to all gains from property held more 
than six months. It should be borne in 
mind that this provision liberalizing the 
capital-gains tax was with the 
nation at war and at a time when revenue 
needs required that all tax sources be tapped 


legislated 





(Footnote $32 continued) 

requiring all capital assets transferred by gift 
or death to bear, in the hands of the donee or 
legatee, the original basis in the hands of the 
previous owners. This suggestion was made by 
Harry J. Rudick in Capital Gains Taxation, 
cited at footnote 4, at p. 37. 


% Work cited at footnote 13, at p. 7. 

* When considering the revenue effect of a 
proposed change in the capital-gain-and-loss 
provisions, the single most important job is 
to forecast the stock market. This is a chore 
falling to the revenue estimators which, it 
would seem clear, no one should envy. 
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heavily. Even the estate tax, by tradition 
only a token levy in our federal tax struc- 
ture, was slightly strengthened in 1941. 


The 1942 changes in Section 117 consti- 
tuted a bold stroke on behalf of entrenched 
wealth. Treasury opposition to the 1942 
legislation was, as in 1934, strictly defensive 
in tactics. It featured a desire to retain the 
main outline of the 1942 law, that is, only 
one holding period plus the alternative rate. 
However, it would have kept the former at 
18 months and raised the latter to an effec- 
tive level of 30 per cent. It is unnecessary 
to note that the Treasury view did not 
prevail. 

The 1942 legislation remained unchanged 
except for not insignificant revisions in the 
definition of capital assets, and hence in the 
area of applicability of the cut rates, down 
to 1950. In that year a determined bid was 
made on behalf of the interests favored by 
the 1942 legislation further to cut the hold- 
ing period to three months. Whether for- 
tunately or otherwise, this proposal was lost 
during the evolution of the 1950 act.™ 

The consequences of leaving the 1942 
legislation virtually unchanged down to the 
present time are also noteworthy. In par- 
ticular, the principle that long-term capital 
gain should bear an alternative rate close 
to the corporate rate has been abandoned. 
Whereas in 1921 the alternative rate was set 
at one half of the maximum individual rate 
and equal to the corporate rate, today it is 
one half of the corporate rate and less than 
one third of the maximum individual rate. 
The degree of preference in capital-gains 
taxation has not diminished with the pas- 
sage of time 

In 1950 the Treasury again suggested re- 
vision of the capital-gains provisions. Its 


proposals called for upping the holding 
period to one year (never before had the 
Treasury advocated less than 18 months) 
and boosting the alternative rate (but not 
questioning the principle of the alternative 
rate) by 50 per cent or from 25 per cent to 
37% per cent (effective). These proposals 
were not sympathetically received by the 
committees. 


One is perhaps entitled to suggest that 
the Treasury proposals of 1950 were want- 
ing in boldness, as had been their proposals 
in 1934 and also in 1942. Indeed the three 
sets of proposals might be invidiously de- 
scribed as a timid trinity. The reluctance 
of Congress to accept them (even in prin- 
ciple) is thus not difficult to appreciate. 

In the 1951 act, the Treasury did suggest 
one change that should help a great deal 
to redress the balance in capital-gains tax 
results. This was elimination 
offset of long-term 
short-term 


of the two- 
gain against 
This provision is a sub- 
stantial victory for tax equity. 


for-one 


loss. 


Concerning the increase in the maximum 
effective rate from 25 to 26 per cent, it 
seems unnecessary to comment. 


Conclusion 


We have now had more than 30-years’ 
experience in this country with special tax 
treatment of capital gains and losses. The 
innovation developed in 1921 has grown to 
adulthood. The question is, what kind of 
adult has the infant become? Is the adult, 
from the standpoint of tax equity, benign 
or malignant? In short, have we evolved a 


lady or a tiger? [The End] 


“PLEASE DON’T MISUNDERSTAND” 


“Since we've devoted the past 30-odd 


pages to a résumé of what we are 
doing to get the ‘last dollar’ from 
existing revenue measures, we hasten 
to add that this is done—not in a 
spirit of perverse delight at making 
the long-suffering taxpayer pay more 
and more—but because: public schools 
must be maintained to-educate Indiana 
children highways must be pre- 
pared to facilitate Hoosier commerce 

public institutions must be ex- 
panded to meet the upsurge in state 





* The House bill contained the amendments 
necessary to establish a three months’ holding 
period but these were eliminated on the Senate 


Cut-Rate Tax 


population and the expansion 
of social service and crime control needs. 


“And these are but a few of the 
vital services of the State, all of which 
are supported by the state tax dollar. 
comes 


when the State Revenue Man 
knocking at your door, Mr. 
Taxpayer, please don’t misunderstand 
. State taxes must be paid!”—From 
the 1952 Annual Report of the Indiana 
Department of State Revenue, as 
quoted in Tax Aaministrators News. 


floor. The House agreed to the Senate position 
in conference. 


41 





By S. JAY LASSER, New York CPA 


Long-Term Compensation: 


Tax-Limitation 


oo INCOME TAX LAWS contain 
many measures of relief for all classes 
of taxpayers; investors are allowed capital- 
gain-and-loss benefits while business firms 
are allowed loss carryovers and carrybacks. 
There are other available measures too nu- 
merous to mention. In addition, certain 
tax-limitation statutes are available to par- 
ticnlar classes of taxpayers, depending upon 
the industry or type of activity. But it was 
not until 1939 that any relief was afforded 
to a taxpayer who rendered personal serv- 
ices for extended periods of time without 
compensation until the completion of the 
services. Such a taxpayer had to report his 
earnings in the year of receipt, or accrual, 
thereby subjecting himself, at times, to al- 
most confiscatory surtax rates because of 
concentration of income in the one period. 
In recognition of this plight, Congress 
granted relief to this class of taxpayer with 
the passage of the Revenue Act of 1939. 


The Revenue Act of 1939 added Section 
107 to the Code. This section provided r« 
lief to a taxpayer who rendered personal 
services, either in his individual capacity 
or as a member of a partnership, over a pe 
riod of five calendar years or more from the 
beginning to the completion of such serv- 
ices. The section also required that at 
least 95 per cent of the total compensation 
be received or accrued at the completion 
of such period of services. Further liberal- 
ization took place under the Revenue Act 
of 1942, which amended Section 107 (a). 
This amendment revised the required mini- 
mum period of service from five calendar 
years to 60 calendar months and the per 
centage requirement was changed from 95 
per cent to 75 per cent. These changes 
were made with respect to taxable years be- 
ginning after December 31, 1940, but not 
after December 31, 1941. The 1942 act also 


42 January, 1953 ®@ 


amended Section 107 (a) to its present form 
by reducing the minimum period of service 
to 36 months and establishing the compen- 
sation requirement at 80 per cent. This 
change was made with respect to taxable 
years beginning after December 31, 1941. 
Furthermore, the requirement that the com- 
pensation be received at the completion of 
the services was eliminated and, in its stead, 
there was added a provision that the com- 
pensation could be received in any taxable 
year, whether before or after completion 

While this discussion will be confined to 
compensation for personal services under 
Section 107 (a), it is worth noting that the 
Revenue Act of 1942 also added paragraph 
(b) to Section 107 dealing with 
work or invention” and that the 
Act of 1943 added paragraph (d) 
with “back pay.” 


“artistic 
Revenue 


dealing 


General Requirements 


Regulations 111, Section 29.107-1, pres- 
ently provides that if at least 80 per cent of 
the total compensation for personal services 
covering a period of 36 calendar months or 
more (from the beginning to the completion 
of such services) is received or accrued in 
one taxable year by an individual or a part- 
nership, then the tax attributable thereto 
shall not be greater than the aggregate of 
taxes on such income if the income had been 
ratably distributed over that part of the pe- 
riod of service which precedes the date of 
such receipt or accrual. 


Personal Services as an Individual 
or Member of a Partnership 


Although the compensation must be for 
personal services, it is not necessary that 
the individual who includes compensation 
for such personal services in his gross in- 
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Finding of a Joint Venture 
Represents a Boon to 


Section 107 (a) Taxpayers 


Benefits Under Section 107 (a) 


come be the person who renders the serv- 
ices, For example, a partner who shares in 
the compensation for such personal services 
rendered by the partnership can avail him- 
self of the benefits of Section 107 (a), even 
though he may not have taken any part in 
the rendering of such service and may only 
have become a partner in the year in which 
the fee was received or accrued. The evolu- 
tion of the above status follows. 

In the case of Ralph G. Lindstrom, CCH 
Dec. 13,886, 3 TC 686 (1944), aff’d 45-1 ustc 
79277, 149 F. (2d) 344, the taxpayer, a 
partner in a law firm, was denied the bene- 
fits of Section 107 (a). Lindstrom entered 
into a partnership with another attorney, 
one Eckman, in May, 1936. The partner- 
ship, thus formed, continued rendering serv- 
ices on a case begun by Eckman individually 
in 1933. Such service continued for an 
additional four years and, in 1940, when 
their services ended, the partnership col- 
lected a fee of $25,000. The required mini- 
mum period of service at that time was five 
calendar years. Lindstrom was denied the 
use of Section 107, because he had an in- 
sufficient period of service. He was not 
permitted to merge his partner’s previous 
services as an individual with the services 
rendered by the partnership. It is worth 
noting that Eckman, who did merge his 
individual period of service with that of the 
partnership’s service, was not challenged in 
his use of Section 107 

At this point, it is desirable to stress 
that although the Lindstrom case was de- 
cided in 1944, the substance of the case 
itself was decided under the 1939 act and 
not under the 1942 amendment. A com- 
parison of the language of the section be- 
fore and after the amendment demonstrates 
that emphasis was reversed by the new pro- 
vision and was removed from the person 


Long-Term Compensation 


who renders the service to the person who 
is required to report the income, Notwith- 
standing the new concept introduced by the 
1942 amendment, the Commissioner still 
held that benefits would not be extended to 
a partner where a going partnership ad- 
mitted a new member, on the grounds that 
the individual taxpayer had not been a mem- 
ber for the required minimum period of 
service. The Bureau’s opinion was set forth 
in G. C. M. 25795, 1948-2 CB 61, as follows: 


“In 1943 a partnership consisting of indi- 
viduals who had been partners for thirty- 
six months or more and one individual who 
became a partner in 1943 received a fee for 
personal services rendered over a period of 
more than thirty-six calendar months, Such 
fee was divided among all the partners, to- 
gether with other income, in accordance 
with the partnership’s profit-sharing agree- 
ment. Held, insofar as the fee is concerned, 
each of the individuals who had been a 
partner for the thirty-six calendar months or 
more when the fee was received is entitled 
to the benefits of Section 107 (a) of the 
Internal Revenue Code. The tax attributed 
to the part of the fee which is includible 
in the gross income of such individual may 
not be greater than the aggregate of the 
taxes attributable to such part had it been 
included in his gross income ratably over 
the period of service or the period of his 
membership in the partnership or predeces- 
sor partnerships, whichever is shorter, which 
preceded the date of receipt of the fee. 
Held, further, the individual who became a 
partner in 1943 is not entitled to the benefits 
of Code Section 107 (a).” 

The Commissioner adhered to this posi- 
tion, but was not able to maintain it in the 
cases of Elder W. Marshall, CCH Dec. 
17,456, 14 TC 90 (1950), aff'd 51-1 ustc 
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9 9127 (acq. 1951-2 CB 3, withdrawing non- 
acq. 1950-1 CB 7); Sigveld Nielson, CCH 
Dec. 17,472(M), 9 TCM 57 (1950), aff'd 51-1 
ustc 99181, 187 F. (2d) 233 (CA-9); and 
Burnham Enersen, CCH Dec. 17,467(M), 
9 TCM 42 (1950), aff’d 51-1 ustc J 9181, 187 
F. (2d) 233 (CA-9). In each of these cases, 
the Tax Court decided in favor of the tax- 
payer. The cases dealt with the applica- 
bility of Section 107 (a) to attorney-tax- 
payers of legal firms; a portion of the serv- 
ices was rendered by the partnership prior 
to the individual-taxpayer’s admission as a 
partner. 


The Tax Court in the Marshall case, stated 
its reasoning as follows: 


“Since it is the status of the recipient of 
the income in the year of receipt, and not 
either his status in prior years, Federico 
Stallforth, 6 TC 140, nor the identity of 
the individual who contributed the services 
that is made to govern the application of 
Section 107 in its present form, we are satis- 
fied that under the facts of this proceeding, 
petitioner correctly computed his tax by use 
of its provisions.” 


Following affirmation of the Tax Court 
decisions, the Commissioner, in light of the 
decisions in the above three cases, recon- 
sidered his original nonacquiescence in the 
Marshall case. The Bureau’s reconsidera- 
tion and opision was set forth in G. C. M. 
26993, 1953-2? CB 4, as follows: 


“In view of the foregoing, it is the opinion 
of this office that income received by a 
partner as his share of compensation for 
services rendered by the partnership over 
a period of thirty-six months or more is 
subject to allocation over the entire period 
under Section 107 of the Internal Revenue 
Code as amended, notwithstanding the fact 
that part of the services were rendered 
prior to the partner’s admission to the part- 
nership. Accordingly, G. C. M. 25795, supra, 
is herewith revoked.” 


The Commissioner 
important comment: 


made an additional 


“In each of these cases, Marshall, Neilson 
and Enerson, the admission of the new 
partner was a genuine transaction with a 
proper business purpose, not motivated by 
tax considerations.” 


What would constitute a “proper business 
purpose” as against “tax consideration” 
would depend upon the particular facts in 
each case. This conclusion seems to be 
based on the fact that the admission of a 
new partner into an existing partnership does 
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What constitutes a ‘proper business 
purpose”’ as against ‘‘tax 
consideration’"’ depends upon the 
particular facts in each case. 


not bring about a dissolution of the old firm 
nor create a new one (Callahan v. War Con- 
tracts Price Adjustment Board, 13 TC 355; 
Uniform Partnership Act, Section 29.31). 

The applicability of Section 107 (a) as it 
relates to the admission of a member to an 
existing partnership has been established. 
However, according to the government’s 
viewpoint, the problem, as to whether the 
benefits of Section 107 (a) would be afforded 
to a partner who did not render services 
prior to the formation of the partnership 
and where the partnership itself was not 
in existence for 36 months, remained open. 
This contention was made by the govern- 
ment but denied by the court in a recent 
case, Van Hook v. U. S., 52-2 ustc J 9459 
(DC Ill.). Van Hook, an attorney, shared 
a suite of offices with several other attorneys. 
They had arranged to share office expenses, 
but not to share income, unless they agreed 
to work together on a particular case. In 
September, 1941, McConnell, an attorney, 
began work on a case known as Bigelow v. 
R. K. O. Radio Pictures. In July, 1943, 
McConnell moved into the office occupied 
by the plaintiff and three other attorneys. 
In February, 1945, McConnell enlisted the 
plaintiff's aid with the result that the plain- 
tiff began working with McConnell in the 
preparation and litigation of the Bigelow 
case. In February, 1946, the matter was 
finally decided and plaintiff received $20,000 
as his share of the fee. The taxpayer- 
plaintiff then proceeded to allocate the fee 
on a 53-month period beginning with Sep- 
tember, 1941, to February, 1946, pursuant to 
Section 107 (a). The commissioner con- 
tended that since plaintiff had collaborated 
with McConnell for only 13 months, the 
plaintiff could not, therefore, allocate his 
fee among the taxable periods as provided 
under Section 107 (a). He further sug- 
gested that the instant case should be dis- 
tinguished from the Marshall and Neilson 
cases because the plaintiff and McConnell 
were neither partners nor joint venturers 
before the Bigelow litigation arose. The 
court in denying plaintiff's motion fr - snm- 
mary judgment stated that “plaintiit and 
McConnell need not have been partners in 
order for plaintiff to enjoy the benefits of 
Section 107 (a). plaintiff need only 
establish that he and McConnell were joint 


TAXES — The Tax Magazine 





venturers in the litigation of the Bigelow 
case.” A trial was had for that limited pur- 
pose. The plaintiff testified that “Mr. Mc- 
Connell asked me to join him in the appeal 
work on the basis that we would share, win 
or lose, in the outcome.” McConnell testi- 
fied that he and plaintiff understood that 
plaintiff had an interest in the matter as a 
principal; that plaintiff's name appeared on 
the briefs and that clients were informed of 


plaintiff's participation in the matter and in 
the fees. 


The court thereupon ruled that the plain- 
tiff had established proof that “A joint ven- 
ture existed, and, under Section 3797 (a) (2) 
of the Internal Revenue Code, this relation- 
ship qualifies as a partnership under Section 
107 (a).” 


The court further stated: “In Comm’r v. 
Marshall, 185 Fed. (2d) 674 (3 Cir., 1950) 
and Comm’r v. Nielson, 187 Fed. (2d) 233 
(9 Cir. 1951), it was held that a member of 
a law partnership is entitled to the benefits 
of Section 107 (a) with respect to his share 
of fees received by the partnership for 
services covering more than 36 months, al- 
though he had not been a partner for the 
entire 36 months. Defendant suggests that 
the instant case should be distinguished 
from the Marshall and Nielson cases, because 


plaintiff and McConnell were neither part- 
ners nor joint venturers before the Bigelow 


litigation arose. However, there is no lan- 
guage in the Marshall or the Neilson case 
which would support such a distinction, and 
the Court is of the opinion that those cases 
are adequate authority for holding that the 
plaintiff is entitled to the benefits of Sec- 
tion 107 (a).” 


The important feature of this case is that it 
sstablishes that a partnership receiving 
compensation for services rendered over a 
period of 36 months or more need not be in 
existence during the entire period for the 
partners to take advantage of Section 107. 
It is sufficient that the partnership continue 
rendering the service initiated by one of the 
partners before the partnership had been 
entered into and that the combined term of 
service covers a period of 36 months or more. 


A most timely opinion and one of par- 
ticular importance was rendered in Marshall 
v. Hofferbert, 52-2 ustc $9491 (DC Md.). 
In 1948, taxpayer-attorney received compen- 
sation for legal services through a law part- 
nership of which he was a member. These 
services were rendered during a seven-year 
period ending in 1945. The taxpayer and 
his wife (both residents of the State of 


Long-Term Compensation 


Maryland, a commonlaw state) filed a 
joint return for 1948 and split the income in 
accordance with the provisions of Section 
51 (b). Each then prorated this compen- 
sation over the period in which it had been 
earned in accordance with Section 107 (a). 
The Collector, however, disallowed as in- 
come of the wife any compensation for legal 
services received by the husband, claiming 
that such compensation is to be treated as 
the sole income of the husband in the years 
in which it was earned. Taxpayers paid the 
assessment and in due course filed a claim 
for refund. The claim for refund being dis- 
allowed, the plaintiff taxpayers brought the 
present suit. The court, deciding in favor 
of the taxpayers, held that the legislative 
history and prior decisions brought the tax- 
payers treatment within the purposes of 
Sections 12 (d), 51 (b) and 107 (a). The 
taxpayers contended that by the very act 
of filing a joint return, all of the income, 
including the subject compensation, was 
split and divided equally between husband 
and wife for tax purposes, so that the tax 
status of each spouse became that of an in- 
dividual in whose gross income was in- 
cluded one half of an item of compensation 
cognizable under Section 107 (a). On the 
other hand, the Collector’s contention was 
that Section 107 (a) is concerned with the 
tax year in which compensation has been 
earned and is not, therefore, applicable to a 
tax year in which compensation, as here, 
was actually received but not earned; and 
that Section 51 (b) was concerned only with 
income earned during or sit.ce the year 
1948, when that section became effective, 
and was not, therefore, applicable to the 
compensation involved, since it was earned 
in the years 1938 to 1945, inclusive. 


In discussing Section 107 (a), the court 
cited certain cases which established that 
it is the status of the recipient of the income 
in the year of receipt, and not his status in 
prior years, nor the identity of the indi- 
vidual who contributes his services, that 
governs the application of Section 107 (a). 
Senate Report No. 1631, Seventy-seventh 
Congress, Second Session, page 109, states: 
m in community property states, the 
spouse of a person who renders such per- 
sonal services may be entitled to the benefits 
of section 107 (a).” A reading of Regula- 
tions 111, Section 29.107-1 will indicate the 
same. The equalization of the federal in- 
come tax burden for married persons in all 
states was the aim of the amendment to 
Section 51 (b) in 1948. This is borne out 
by the following statement contained in the 
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Senate and the House reports: “Your com- 
mittee believes that the best answer to the 
problem of geographicai equalization is the 
splitting of the combined income of husband 
and wife. Income splitting will pro- 
duce the same result in common law states which 
now obtain in a community property state... .” 


The court concurred with counsel for the 
plaintiff that if Maryland were a community 
property state, the result of filing of the 
joint return would be to confer upon the 
wife an equal share of the husband’s com- 
pensation for legal services which he had 
rendered as a member of the law partner- 
ship. This would mean that, as the recipient 
of such equal share, the wife would be en 
titled to account for the tax attributable to 
that share, pursuant to the requirements of 
Section 107 (a), just as though she had re- 
ceived the same, ratably over the years of 
the earning period 

Although counsel both sides con 
ceded that there was no reported decision 
that dealt with the precise question, the 
court cited the Marshall case, above, and 
said: 


~ i that the Marshall case dealt 
with a partnership situation while here we 
are dealing with a marital status. However, 
as just stated, we believe that the legisla- 
tive history and intent of the amendment 
of 1948, both impliedly and expressly, do 
not warrant any 
two factual situations.” 


for 


is true 


distinction 


between thes 


In conclusion, the court stated that 
Collector had failed to reconcile his posi 
tion with Regulations 111, Section 29.107-1 
In other words, the limitation imposed by 
Section 107 (a) is measured by the amount 
of tax that would have been imputed to 
such part of the compensation as may be 
included in the gross income of an indi 
vidual, had it been paid in the prior years as 
earned; and the reference back to prio! 
years is thus merely an accounting method 
of measuring what the tax on the compen 
sation would have been if it had been paid 
in such prior years. 


the 


(Government appeal 
from the decision of the district court was 
pending at the time of this writing.) 


Eighty Per Cent of Total Compensation 
and Separability of Service 


The statute, as it presently stands, pro 
vides that at least 80 per cent of the total 
compensation must be received or accrued 
in the one taxable year. For example, if an 
individual who makes his return on a cal- 
endar-year basis and on the basis. of «ash 
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receipts and disbursements, commences per- 
sonal services on July 10, 1945 and com- 
pletes services on July 1, 1949, and is paid 
$48,600 for such services on July 1, 1949, he 
may avail himself of Section 107 (a) pro- 
vided that the $48,000 represents at least 80 
per cent of the total compensation for these 
services. The tax attributable to such 
amount is not required to be greater than 
the tax would be had the gross income been 
received ratably over the period of service, 
namely, July 10, 1945 to July 1, 1949. If, 
however, such individual receives an addi- 
tional amount of $13,000 for such services in 
1950, he is not entitled to the benefits of 
Section 107 (a) with respect to either the 
$48,000 or the $13,000 because he did not 
receive at least 80 per cent of the total 
compensation within one taxable year. The 
original Section 107 required that the ap- 
plicable percentage be received upon com- 
pletion of the service while the present law 
only requires that it be received within one 
taxable year, whether it be in a year before, 
or after completion of the service. 


In order to determine whether the 80 per 
cent requirement of Section 107 (a) has 
been met, the taxpayer must be able to 
sufficiently identify the particular service on 
which the measure is to be applied. Thus, 
the importance of separability arises when 
the taxpayer is required to show that the 
payment received in one taxable year ex- 
ceeds 80 per cent of the total applicable 
compensation of particular engagement of 
service. In George J. Hoffman, CCH Dec 
16,733, 11 TC 1057 (1949), the court stated 
that “divisible sources of the payment of 
compensation do not result in the divisi- 
bility of the services for which compensa 
tion is paid, and unless the services themselves 
are divisible, the compensation 
therefor, regardless of source, 
lumped together in considering 
plicability of Section 107.” 


received 
must be 
the ap- 


In Alfred J. Loew, CCH Dec. 18.787,: 17 
TC —, No. 161 (1952), petiti 
that 


‘ } } 
mer contended 


for an 
estate up to the time of filing a petition for 
fees were separable from those rendered 


services rendered as attorney 


after the filing of the petition. He conse- 
quently attempted to measure the compen- 
sation received in the taxable year against 
the total compensation for the period after 
the petition. The Commissioner denied this 
treatment and subsequently was upheld by 
the Tax Court on the theory that the period 
of engagement was an over-all period and 
consequently the percentage requirement of 
compensation received within one year 
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should be governed by total compensation 
for over-all services. 


Similarly, in Ralph E. Lum, CCH Dec. 
16,856, 12 TC 375 (1949), it was held that 
the services of a trustee to a trust are 
homogeneous and continuing and not inter- 
rupted by the filing of an intermediate ac 
counting 


Similarly, in the case of Moe A 
CCH Dec. 18,838; 17 TC —,; No; . 182 
(1952), the taxpayer rendered ordinary 
services as a coexecutor of an estate and, in 


Lesser, 


addition, rendered extraordinary services as 
tax counsel for which he was paid an addi- 
tional sum of $19,500. The court agreed 
with the Commissioner that the taxpayer 
did not undertake a special task and that his 
services as tax counsel were only an exten- 
sion of those as executor. Therefore, since 
the compensation received for the extra- 
ordinary services was less than 80 per cent 
of the total compensation received from the 
estate, the taxpayer was not entitled to the 
benefits of Section 107. 


Similarly, in the case of Paul H. Smart, 
CCH Dec. 14,415, 4 TC 846 (1945), aff’d 45-2 
7 9469, 152 F. (2d) 333 (CCA-7), cert 
den. 327 U. S. 804, the taxpayer attempted, 
relying on New statutes fixing 
trustees’ commissions, on principal and on 
income, to separate the that 
some services would be rendered for the 
benefit of trust principal (remainderman) 
and others for the benefit of trust income 
(life tenants). The court held that the 
taxpayer could not segregate commission on 
principal in order to meet the applicable 
percentage requirement of Section 107. 

However, in E. A. Terrell, CCH Dec. 


17,585, 14 TC 572 (nonacq.) (1950), the court 


USTC 
Jersey 


services so 


held that services rendered by the taxpayer 
in assisting in the defense of certain patent 
suits, were sufficiently distinct from and be- 


yond his duties as a corporate officer. The 
Commissioner’s appeal to the Fourth Cir- 
cuit was nolle prossed. 


Constructive Receipt Relative 
to 80 Per Cent Requirement 


The establishing of the 80 per cent re 
quirement, in many instances, will hinge 
upon whether or not compensation has 
been constructively received. The regula- 
tions pertaining to this problem should be 
studied carefuliy in relation to the require- 
ments of Section 107 (a). A recent case of 
importance which would appear to have an 
effect on Section 107 was decided by the 
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Tax Court in Charles F. Kahler, CCH Dec. 
18,884, 18 TC —, No. 3 (1952). The tax- 
payer received a check of $4,332.97 for com- 
missions after banking hours on December 
31, 1946. The court held that the check 
was income when received in 1946, even 
though not cashed until 1947. Justice Mur- 
dock, in his concurring opinion, stated that 
the taxpayer could have deposited the check 
or could have used it to discharge an obliga- 
tion or could have cashed it elsewhere. 
Furthermore, in Alexander Slater, CCH Dec. 
18,852, 11 TCM 241 (1952) and in Elvar 
Farr Sloane, CCH Dec. 16,621, 11 TC 552 
(1948), aff’d 51-1 ustc J 9226, 188 F. (2d) 
254 (CA-6), it was held that compensation 
which was placed in escrow and not release 
until a subsequent year, could not be in- 
cluded in computing the amount of com- 
pensation received during the taxable year 
for the purpose of determining the ap- 
plicability of Section 107. 


Compensation Received Within One 
Taxable Year—Computation of Allocation 

After the taxpayer has determined that 
he is entitled to the tax-limitation benefits 
of Section 107 (a), he should then compute 
the allocation of gross income as if the in- 
come had been received ratably over the 
period which preceded the date of such re- 
ceipt or accrual. 

Assume that a taxpayer, who makes his 
return on a calendar-year basis, rendered 
services from June 1, 1939 to September 30, 
1942, a period of 40 calendar months. If 
the sum of $40,000 is received as compensa- 
tion at or after the completion of the serv- 
ices, it would then be ratably distributed 
over such period of service at $1,000 per 
month. Therefore, $7,000 is allocated to 
1939, $12,000 to 1940, $12,000 to 1941, and 
$9,000 to 1942. It should be noted that the 
allocation is applied to the taxpayer’s tax- 
able year whether it be a calendar or fiscal 
year. 


It is not necessary, as under prior law, 
that the 
completion of the services. 


compensation be received upon 
In fact, the col- 


lection before, at, or 


may occur after 


completion. However, where payment is re- 


ceived before completion of services, it 
limits the allocation period to the date of 
receipt or accrual of fee. This may readily 
be seen by assuming that the $40,000 in the 
example above is received on February 1, 
1942, before the completion of the services. 


The intervening period from the beginning 
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of the services on June 1, 1939, to February 
1, 1942, is 32 months and the $40,000 is 
allocated to each of the 32 months at the 
rate of $1,250 per month. Therefore, 
$8,750 is allocated to 1939, $15,000 to 1940, 
$15,000 to 1941 and $1,250 to 1942. Where 
the compensation is received on different 
dates during the taxable year, a separate 
allocation must be made for each receipt. 
Thus, assuming that in addition to the 
$40,000, another sum of $60,000 is received 
upon completion of the service, namely Sep- 
tember 30, 1942, an additional allocation is 
then made for the $60,000 over the full 40- 
month period of service from June 1, 1939, 
to September 30, 1942, at the rate of $1,500 
per month. The entire compensation of 
$100,000 is therefore allocated as follows: 


Period of 
Service to Complete 
Date of Period of 
Payment Service 
6/1/39 to 6/1/39 to 
2/1/42 9/30/42 
$40,000 $60,000 
32 Months 40 Months 
at $1,250 at $1,500 
per Month per Month 
$ 8,750 $10,500 
15,000 18,000 
15,000 18,000 
1,250 13,500 


Total 
Ratable 
Distribution 


1939 
1940 
1941 
1942 


$ 19,250 
33,000 
33,000 
14,750 


Totals $100,000 


$60,000 


$40,000 


If, after reporting under Section 107, the 
taxpayer receives additional compensation 
in a subsequent year for the same services, 
and such amounts exceed 20 per cent of the 
total compensation, the benefits derived in 
the previous years are thereby revoked, He 
must then file an amended return without 
the use of Section 107, since 80 per cent of 
the total compensation was not received in 
any one taxable year. At this time, it is 
most desirable to stress the importance of 
establishing separability of services in order 
to comply with the 80 per cent requirement. 


If, however, after reporting under Section 
107 in a taxable year, the taxpayer receives 
additional compensation in a subsequent year, 
which additional compensation exceeds 80 
per cent of the total compensation, he may 
once again avail himself of the benefits of 
the act. He must then take into considera- 
tion the previously allocated compensation. 
Briefly, he must add the new ratable dis- 
tribution to the allocation. 
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How to Report Section 107 Compensation 


The information attached to the tax re- 
port should include the following: 


(1) A brief statement of ‘acts and nature 
of services. 


(2) Period for which services were ren- 
dered. 


(3) Campensation received or accrued. 


(4) Allocation of sums to prior years, and 
the current year. 


(5) Recomputation of tax liability for 
prior years—indicating in the column head- 
ings, (a) without use of Section 107 and 
(b) with use of Section 107. 


(6) Difference of tax (under 5 (a) and 
5 (b) above) for each year. 


(7) Computation of current-year’s tax (a) 


without use of Section 107 (b) with use of 
Section 107. 


(8) reduction of current-year’s liability 
by sum of differences for prior years (un- 
der 6 above). 


Thirty-Six Month Period 


It is immaterial when the personal serv- 
ices are rendered provided at least 36 cal- 
endar months elapse from the beginning to 
the completion of the service. For example, 
an engagement may be started in 1946, then 
set aside until 1950, and then continued until 
completion. In this instance, it will be 
noted that the actual work did not require 
36 months but the intervening period from 
the time it was started to its completion 
exceeded 36 months. 


Miscellaneous 


Although the cases cited in this article 
refer, in the main, to attorneys, it should 
be noted that the tax limitation benefits are 
available to many other service pursuits. 
While this discussion may have indicated 
examples of receipts and disburse- 
ments, it is similarly applicable to accrued 
income if the taxpayer files reports on the 
accrual method. The use of Section 107 (a) 
is optional and not obligatory. 


cash 


By way of closing, it is worthy to men- 
tion that even though income, under this 
section, is reallocated to prior years’ re- 
turns, nevertheless, any year outlawed by 
the statute of limitations will not be re- 
opened except for recomputation purposes. 
Section 107 (a) deals only with gross in- 
come and does not contain provision for 
allocation of expenses. [The End] 
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Cooperatives 
and the Income Tax Law 


By BERNARD S. JACOBS, CPA 


Hearne & Co., New Orleans 


| URING THESE DAYS of increasing 

tax rates, there has been much discussion 
of the treatment accorded cooperatives un- 
der the Internal Revenue Perhaps 
many of the people discussing the economic 
and social aspects of such treatment do not 
realize that there are not, and never have 
been, any sections dealing specifically with 
cooperatives. 


Code. 


It is only certain subclasses 
of this general type of organization—name- 
ly, cooperative banks, and farmers, fruit 
growers, and like cooperatives that are ac- 
corded special treatment in the statute. It 
is true that those cooperatives not specific- 
ally dealt with in the Code are permitted to 
exclude certain taxable in- 
flows from 
than 
It is the pur- 
pose of this paper to discuss the statutory 
exemption of farmers’ the 
treatment of nonexempt cooperatives and 
the taxation of so-called patronage dividends. 


receipts from 
the 
those 


come; however, 
the receipts 


from a statutory exemption. 


exclusion 


nature of rather 


cor yperatives, 


Farmers’ Cooperatives 


The income tax law exempted cer- 
tain types of agricultural and other non- 
profit organizations from tax. In 1926 the 
original exemption provisions were rewrit- 
ten and minor 


first 


amendments were made in 
1934. No further changes took place until 
1951. Prior to amendment made by the 
Revenue Act of 1951, Section 101(12) of 
the Internal Revenue Code provided an 
exemption “for farmers’ fruit growers or 


Cooperatives 


Farmers’ Cooperatives .. . 
Nonexempt Cooperatives... 


Patronage Dividends 


like associations ” Qualifying associ- 
ations were permitted to issue capital stock, 
providing the dividend rate did not exceed 
8 per cent (or the legal interest rate fixed 
by state law, whichever was greater), if 
substantially all voting stock was owned by 
members. The exemption would be lost if 
more than one half of the association’s 
business was done with nonmembers or if 
more than 15 per cent of supplies were 
furnished persons neither members nor 
producers. Any discrimination against non- 
members in the distribution of 
dividends would 
the loss of the exemption. 


The cited section was amended in 1951 
by designating the old section, 101(12), as 
subsection (A) and by adding a new sub- 
section, 101(12)(B). This legislation provides 
that these hitherto exempt cooperatives shall 
be subject to income (but not excess profits) 
tax, except that deductions shall be allowed 
for: 


patronage 


refunds or also result in 


(1) Dividends paid on capital stock; 


(2) Amounts allocated to patrons with 
respect to income not derived from patron- 
age; and 


(3) Patronage dividends, refunds and re- 
bates “in the same manner as in the case 
of a cooperative organization not exempt 
from tax.” 

The Senate Finance Committee, in report- 
ing on the changes made by the Revenue 
Act of 1951, stated that this act “continues 
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the exemption but removes from its appli 
cation 


earnings not allocated to patrons. 
Let us see if this is what Congress 


really did. 


First of all, it is difficult to tell whether 
or not a farmers’ 
sidered to be 


cooperative is still con- 
The committee 


says so, but the law says that these cooper- 


“exempt.” 


atives “shall be subject to income tax” and 
then proceeds to arrange for them to com- 
pute a zero they 
requirements. 


The three types of de- 
ductions permitted farmers’ cooperatives by 
Section 101(12)(B) are 


First, since an 


income if meet certain 


first two of the 


easily understood 
exempt cooperative may 
issue capital stock, provided control is not 
thereby taken away from members, it must 
be permitted to pay dividends on that 
stock without losing its “exemption.” Con- 
gress has accomplished this purpose by 
permitting the deduction of such dividends. 
Second, since a cooperative might realize 
income from investments, capital gains, etc 
again without losing its status as a true 
agricultural cooperative, and it cannot al- 
locate earnings arising from a source other 
than patronage on a patronage basis, it 
must be permitted to earn and retain such 
income without suffering a tax penalty. 
Hence, the deduction of this class of in- 
come is allowed. The third type of deduc- 
tion is a bit harder to understand. You 
will thumb through your copy of the In- 
ternal Revenue Code in vain seeking for 
a reference to the “case of a cooperative 
organization not exempt from tax.” As 
noted below, the treatment of this type of 
cooperative is controlled by regulation and 
decision, but not by statute. It seems un- 
questionable, that Congress meant 
what it said and we can safely defer explan 
ation of the third type of deduction by 
reference to that part of this paper dealing 
with nonexempt cooperatives. 


"7 


however, 


Nonexempt Cooperatives 


Any corporation organized and conducted 
on a cooperative basis, but not meeting the 
requirements of Section 101(12), would 
have been a nonexempt cooperative under 
the Code as it stood prior to 1951. We 
are no longer sure whether this section con 
tinues to confer an exemption or merely 
permits added deductions; however, for 
want of a better name, we will continue to 
refer to those associations described by Sec- 
tion 101(12) as “tax exempt.” 
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The Senate Finance Committee described 
the advantages of the exemption conferred 
by the pre-1951 Code as follows: 


(1) Income used to pay dividends on 
capital stock by exempt cooperatives was 
not subject to the double taxation (to the 
corporation and to the shareholder) of other 
corporate income whereas such income in 
the hands of taxable cooperatives was not 


accorded any favored treatment. 


(2) Income not allocated to patrons was 
not subjected to tax, if earned by an exempt 


cooperative. 


The changes made by the Revenue Act 
of 1951 did not affect the first-mentioned 
advantage. The second advantage was reduced, 
however, since it is now only nonoperating 
income which may escape taxation, although 
not allocated to patrons. 


There is a third advantage of the cooper- 
ative—common to both exempts and non- 
exempts—which has a long tax history. It 
is the tax treatment of patronage dividends. 
Let us see how it got that way. 


As far back as 1914 (T. D. 1996), the 
Treasury Department had ruled that, since 
a patronage dividend was, in effect, a re- 
fund of a part of the association’s gross 
income, it was, for tax purposes, to be 
treated as a reduction of such gross income 
Thus, although there has been some litiga- 
tion upon the question of just what con- 
stitutes a patronage dividend, the Treas- 
ury Department has always conceded that 
true patronage dividends may be deducted 
in arriving at the payor’s taxable net income. 


In order to constitute a patronage divi- 
dend, the payment must be made from the 
patronage of the individual to whom the 
payment is being made. It is thus neces- 
sary to divide income between members and 
nonmembers, assuming that nonmembers 
are not to receive patronage refunds. It is 
further necessary to reduce net income by 
the amounts of dividends payable on out- 
standing capital stock. ‘The remainder of 
the association’s net income, if paid out as 
a patronage dividend, may be deducted 
from gross income since it is considered to 
be a refund or reduction of sales prices 
charged to members. This method of com- 
putation, which is set out in A. R. R. 6967, 
III-1 CB 287, assumes that nonmembers 
are not to receive patronage dividends. If 
nonmembers were treated on the same 
basis as members (as is the requirement 
with respect to tax-exempt cooperatives) 
and if patronage refunds were made to them 
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pursuant to a contract with such nonmem- 


bers (or pursuant to requirements of the 
association’s charter or bylaws, which cre- 
ate a liability to make such refunds at the 
time the original sale was made) it would 
appear that there would 
for dividing income between member and 
nonmember business, since all of such re- 
funded income would be a reduction of the 
association’s sales prices. The litigation on 
this point has, however, dealt with cases 
where the liability to make refunds to non- 
members is not since it is 
that a taxable cooperative will 
make refunds to nonmembers 


be no necessity 


seldom 

desire to 
This phase 
of the question was presented in a slightly 
different manner in Clover Farm Stores Cor- 
poration, CCH Dec. 18,771, 17 TC —, No. 
153 (1952). In that case, a cooperative com- 


clear, 


’ 


posed of wholesale grocers collected from 
its members a fee equal to $1 a week for 
each retailer serviced by the member. The 
question at issue turned upon whether or 
not the aggregate of these could be 
said to constitute “patronage” of the co- 


fees 


operative, and hence form a part of a pa- 
tronage dividend, or whether the 
received in connection with services rend- 
ered nonmembers (the retailers) and hence 
not patronage. The court held that, on the 
facts, it was patronage and was properly 
excluded from taxable income. This re 
cent case also illustrates the point that the 
Treasury Department still permits true pa- 
tronage dividends to be deducted by a taxable 
cooperative since the Treasury -_Department 
did not contest the deduction of that part 
of fees unquestionably received direct from 
wholesaler-members 


fees were 


Many cooperatives, in order to retain cash 
for operating purposes, make payment of 


dividends in the form of notes, scrip, de- 
bentures, etc., or by merely making an al- 
location on their Litigation has 
from this method of handling pa- 
tronage concerning what constitutes “pay- 
ment.” In Cooperative Oil Association, Inc., 
40-2 ustc J 9797, 115 F. (2d) 666 (CCA-9), 
the association paid over a part of net earn- 


be ¢ yk ® 
arisen 


ings arising from member business in cash 
and placed the remainder in a reserve ac- 
count. All other requirements concerning 
patronage dividends met, it 
held that, other corporate 
action was necessary to make the amounts 
credited to members available to them, 
these amounts represented rebates and were not 
to be included in the association’s net income 


having been 


was since no 


To summarize, the deduction of patron- 
age dividends by nonexempt cooperatives 


Cooperatives 


is conditioned upon the refunding to pa- 
trons of the net earnings arising from their 
business and upon payment. Income aris- 
ing from nonmember business, or from 
extraneous sources, will generally not be 
considered to be a patronage dividend; 
however, an allocation of amounts to be 
refunded will generally constitute “pay- 
ment,” if no further corporate action to 
make cash refunds is required. 


Section 101(12)(B) states that organiza- 
tions “exempt from taxation under the pro- 
visions of subparagraph (A) shall be 
subject to taxes -’ but that such organ- 
izations will take into account patronage 
dividends “whether paid in cash, merchan- 
dise, capital stock, revolving fund certifi- 
cates, retain certificates, certificates of in- 
debtedness, letters of advice or in some 
other manner that discloses to each patron 
the dollar amount of such dividend, refund 
or rebate in the same manner as in 
the case of a cooperative organization not 
exempt. .’ Tt is thus that the 1951 
amendments to the Code give legislative 
recognition to the regulations and jurispru- 
dence upon which nonexempt cooperatives 
have relied. Perhaps the legislation con- 
cerning exempt cooperatives may lighten 
the burden for those nonexempt associa- 
tions that seek to deduct noncash patron- 
age credits given in “some other manner 
that each patron the dollar 
amount of such dividend 6 


discle ses to 


Taxability of Patronage Dividends 


Since a patronage dividend is, in effect, 
a refund of a part of the purchase price of 
merchandise or of services, it should be 
treated on the return of the taxpayer receiv- 
ing the “dividend” as a reduction of the 
expenditure from which the patronage divi- 
dend Thus, if the expenditure was 
for a personal item, which did not give rise 
to an income tax deduction, the receipt of 
the patronage refund will not result in 


arose 


taxable income. 


Most of the questions concerning the tax- 
ability of patronage dividends have involved 
the time of reporting such items. A pa- 
tronage dividend paid in cash, obviously, 
presents no problems. A patronage divi- 
dend paid in some form other than cash, 
or as an allocation of a credit on the co- 
operative’s books, is likely to cause some 
difficulty. 


Income Tax Information Release No. 2, 
April 13, 1950, referring to payments by 
farmers’ cooperatives, states that: 
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“For Federal Income Tax purposes the 
amounts which are includible in the gross 
income of the patrons to whom such dis- 
tributions are made are restricted to 
amounts distributed in cash. Distributions 
by cooperatives in the form of capital stock, 
or in any form other than cash, should be 
included in the gross income of patrons to 
the same extent that such distributions 
would be included if paid in cash. This 
rule is applicable to patrons who file their 
Federal Income Tax returns on the basis of 
cash receipts and disbursements as well as 
those who file their returns on the accrual 
basis.” 


not 


Two Tax Court cases may be cited to 
support the contention that an accrual-basis 
taxpayer should report patronage dividends 
in the year in which the liability for such 
payments arises. These cases are George 
Bradshaw, CCH Dec. 17,477, 14 TC 162 
(1950) and Harbor Plywood Corporation, 
CCH Dec. 17,464, 14 TC 158 (1950). In 
the Bradshaw case, the taxpayer 

notes which bore interest at the rate of 2 
per cent. After observing that the patron- 
age credit was not a dividend within the 
meaning of Section 115 (a), but rather, a 
refund or rebate, the court stated that no 
evidence had been presented to show that 
the notes, with which the credit was paid, 
had a fair market value less than their face 
value. The court then decided the case on 
the point that the taxpayer, on the accrual 
basis, had received a fixed right to a deter- 
minable amount of income. In the Harbor 
Plywood case, the taxpayer was required to 
report credit memoranda representing pa- 
tronage dividends in the year in which such 
memoranda were received rather than in the 
year in which they were liquidated. No 
question of fair market value was raised, it 
being stated that an accrual-basis taxpayer 
must report income in the year in which 
his right to receive such income becomes 
fixed and final. 


received 


Since a patronage “dividend” is not a 
dividend, as the court held in the 
Brawshaw case, the provisions of Section 
115 (j), which provide that dividends paid 
in a form other than money may be taken 
into account at the fair market value of the 
property with which the dividend is paid, 
are not applicable. It would thus seem to 
be difficult to bring the fair market value 
of securities, with which such a payment 
might be made, into the picture where an 
accrual-basis taxpayer is concerned. It is 
doubtful that the decisions dealing with 
rents and interest, which need not be ac- 


true 
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a 


-reduce to cash. 


crued where doubtful of collection, could 
be considered, since we are dealing here 
with a payment which is not doubtful but 
merely delayed. Cash-basis taxpayers 
would seem to be in an entirely different 
position, however. The fundamental dif- 
ference between the cash and the accrual 
basis is that the accrual-basis taxpayer must 
report income due to him, even though it 
is not yet payable, whereas a cash-basis 
taxpayer takes the element of time of pay- 
ment into consideration. Thus, where a 
cooperative has satisfied all of the require- 
ments which will entitle it to deduct patronage 
dividends, it must have 
to make the liability for payment fixed 
and final. Such action will then normally 
require the accrual-basis recipient of such 
a dividend to have an accrual of income 
since his basis of accounting will not permit 
him to take into consideration the actual 
time of payment. Not so the cash-basis 
taxpayer.’ His basis of accounting requires 
him to report income only when it is actual- 
ly received, or where only his own action 
(constructive receipt) is required to get the 
payment into his hands Thus when a 
cooperative goes through all of the steps 
necessary to secure a deduction for pa 
tronage dividends, it can, by delaying actual 
payment, delay the time when a cash-basis 
taxpayer has received taxable income. Pay 
ments in forms other than cash (scrip, 
stock, notes, etc.) likewise would seem to 
result in different treatment for a cash- 
basis taxpayer. It would be difficult to see 
how the receipt of some form of noninter- 
est-bearing scrip could result in the receipt 
of taxable income to a cash basis taxpayer 
since he would have nothing which he could 
Further, the cash-basis 
taxpayer is in a much better position to 
bring fair market value into the picture, in 
the event the payment is made in any form 
of negotiable security. 


done everything 


There is some doubt as to whether a pa- 
tronage dividend should be reported by an 
accrual-basis taxpayer in the year in which 
the transaction, from which the credit 
arises, took place or in the year the credit 
is allocated. Both the Bradshaw and Harbor 
Plywood cases touch on this point. Thus, 
1951 patronage which results in the issuance 
of scrip to pay a patronage dividend in 1952 
could perhaps be considered as taxable to 
the patron in 1951, if rules governing re- 
funds are applicable, or in 1952 if dividend 
rules are followed. The Treasury takes the 
position, in its April, 1950 release, 
that both cash- and accrual-basis taxpayers 
should report “Distributions—in any form 


press 


TAXES —The Tax Magazine 





other than Cash—to the same extent that 
such distributions would be included if paid 
in Cash.” This would indicate 1952 to be 
the taxable year, in the example above, It 
is likewise noted that in a proposed regula- 
tion (T. D. 5907), information returns now 
required by Section 148 are to reflect “any 
amount allocated (whether in cash mer- 
chandise .) .” Examples given in that 
regulation indicated that cash payments 
made, and scrip issued, in 1952 for 1951 
patronage shall be reported as a 1952 pay- 
ment. 


A number of Tax Court cases were de- 
cided in the early part of 1952 with respect 
to cash-basis taxpayers. Typical of such 
cases is William A. Joplin, Jr., CCH Dec. 
18,848, i7 TC 1526, wherein it was held 
that credits to capital reserves were not 
taxable to the person to whom such a 
credit was given, but that patronage credits 
given in the form of preferred stock were 
taxable to the extent of the stock’s fair 
market value. The court pointed out in 
that case (which involved an exempt co- 
operative) that the taxable status of the 
payor-association does not affect the recip- 
ient. This decision, rendered with respect 
to a year not affected by the 1951 amend- 
ments to the Code, is clearly counter to the 
April, 1950 press release mentioned above. 


Although regulations have not yet been 
issued in connection with the 1951 Code 
amendments, the writer is of the opinion 
that these amendments make no change in 
the handling of patronage dividends by the 
receipient thereof. The amendments them- 
selves certainly contain nothing that could 
be construed as pertaining to the treatment 
of the recipient of such patronage divi- 
dends. This opinion is buttressed by refer- 
ence to the Senate Finance Committee’s 
report on the 1951 amendment, from which 
the following is quoted: 


“It has contended that, although 
patronage dividends are generally taxable 
to the patron, the patronage dividends paid 
in script or some other non-cash form have 
not been included in the patron’s income. 
It has been suggested that this is true be- 
cause the patron who reports his other in- 
come on a cash basis is not accustomed to 
considering non-cash payments as income. 
Also it has been suggested that the patron 
is reluctant to include non-cash patronage 
dividends in his income in many cases be- 
cause he does not have sufficient cash in- 
come available to pay the tax involved. To 
ascertain the degree to which both cash and 


been 


Cooperatives 


non cash patronage dividends are included 
in returns at the present time, your com- 
mittee’s bill provides that the Commissioner 
of Internal Revenue is to require reporting 
by all cooperatives of patronage dividends 
which are paid or allocated to the accounts 
of patrons in amounts of $100.00 or more 
and is to have the discretion to require 
reporting on smaller amounts. Also the com- 
mittee has instructed the staffs of the 
Treasury Department and Joint Commit- 
tee on Internal Revenue Taxation to study 
and report by April 1, 1952, the possibility 
of withholding against reserves allocated 
and on the various methods used in allo- 
cating reserves and the form and character 
of certificates issued.” 

The information reports, referred to in 
the above-quoted portion of the committee 
findings, enacted into law as a part of Sec- 
tion 148 and the shifting of an exemption, 
previously enjoyed by certain cooperatives, 
to the allowance of specified deductions 
indicate that we may expect more litigation 
involving both cooperatives and patrons. 


Proposed Regulations 


Under date of November 8, 1952, pro- 
posed regulations concerning cooperatives 
were published in the Federal Register. 
These proposed regulations are identified as 
Regulations 111, Sections 29,101(12)-2, 3 and 
4, and 29.22(2)-23. The opening subparagraph 
(29.101(12-2)) is headed Farmers’ Coopera- 
tive Marketing and Purchasing Associations 
(italics supplied) and describes, in general, 
the Code amendments dealing with such 
organizations. Subparagraph (b), however, 
defines the various terms used in the reg- 
ulation. It begins with the term “Coopera- 
tive Association,” which is defined as any 


corporation operating on a cooperative 


basis, excepting those associations exempt 
under Sections 101(10) or (11)—benevolent 


and mutual insurance companies. Thus at 
the outset, the regulations put farmers’ 
cooperatives which are the subject of Sec- 
tion 101(12) in the same class as those 
cooperatives which do not have the good 
fortune to be the object of Congressional 
blessings. Other terms defined are “Pa- 
tron,’ “Allocations” and “Patronage Divi- 
dend.” The latter term is defined to include 
amounts allocated to patrons, whether in 
cash, scrip, etc., providing that the dis- 
tribution is made on a patronage basis and 
providing, further, that the method of allo- 
cation discloses to the patron the amount of 
the dividend. No changes from established 
precedents are indicated by this definition. 
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Proposed Regulations 111, Section 29.101 
(12)-3 deals with the manner of taxation 
of those cooperatives (agricultural) which 
are the subject of the new Code provisions. 
It states that they shall be subject to 
normal tax and surtax (but not excess 
profits tax) in the same manner as other 
corporations but that certain additional de- 
ductions shall be allowed. These deduc- 
tions are described as dividends paid on 
capital stock and the amount of income not 
derived from patronage. Both of these 
items are, of course, in accordance with the 
amendments made to Section 101 by the 
Revenue Act of 1951 and the deductions 
are limited, by the Code and the regulation, 
to the qualifying farmers’ cooperatives. 

The proposed regulations deal at some 
length with the question of operating-loss 
deductions and with various elections avail- 
able to taxable corporations, consideration 
being given therein to the problems arising 
from the creation of new taxpayers with 
no previous income tax history. 


Proposed Section 29.101(12)-4 deals with 
the treatment to be accorded amounts paid 
as patronage dividends by an association, 
qualifying as a farmers’ or agricultural 
cooperative under Section 101(12). This 
section provides that such dividends (if 
allocated in such a manner as to advise the 
receipient of the dollar amount due to him 
and if allocated in fulfillment of an obligation 
existing at the time the amount allocated 
was received by the payor cooperative) shall 
be deducted from gross receipts or added to 
cost of sales, depending on whether the 
cooperative is engaged in marketing or in 
purchasing supplies or equipment for its 
patrons. 


The proposed amendment to the Regu- 
lations designated as Section 29.22 (a)-23 
deals with the treatment of patronage divi- 
dends by the recipient. As might be for- 
seen from the earlier press release, the 
regulation holds that patronage dividends 
allocated by a cooperative to a patron shall 
be included in the income of the patron to 
the extent of cash received, or the fair 
market value of merchandise received, or, if 
the allocation is made in the form of capital 


stock certificates, letters of advice, etc., to 
the extent of the face amount of such docu- 
ments. The subparagraph is preceded by 
the statement that “The determination of 
the extent of taxability of such patronage 
dividends . . . is in no way dependent 
upon the method of accounting employed by 
the patron or upon the basis, cash accrual 
or otherwise, upon which the net income 
of such patron is computed.” The only 
condition to be met, in determining taxabil- 
ity, is that the allocation—if paid by some 
form of scrip—must be in satisfaction of an 
obligation in existence prior to the receipt, 
by the cooperative, of the amount allocated. 
This is also a condition to be met by the 
cooperative seeking a deduction for a divi- 
dend allocation. 

In summary, the proposed regulations— 
while apparently including all cooperative 
associations within their scope—actually 
limit those provisions dealing with the com- 
putation of net income taxable to the co- 
operative and to those associations qualifying 
as farmers’ or agricultural groups as defined 
by Section 101 (12). By defining the term 
“Cooperative Association” as inclusive of 
qualifying nonqualifying associations 
alike, and by specific provisions of Regula- 
tions 111, Section 29.22 (2)-23, both types 
of cooperatives are required to report the 
payment of all patronage dividends (whether 
by cash, merchandise or scris) and the 
recipients of such dividends ase required 
to report the receipt thereof as income tax- 
able in the year of receipt, regardless of the 
basis of accounting employed. To the writer 
it would seem that this last portion of the pro- 
posed regulations is not in accord with those 
long-established principles of income taxa- 
tion which have always recognized that a 
cash-basis taxpayer should not be required 
to report that income which he has not yet 
received. A careful reading of the pre- 
viously quoted Senate Finance Committee 
report would indicate that the Treasury’s 
insistence on this departure from estab- 
lished principles does not yet have the 
assent of Congress. Over-all, therefore, the 
proposed regulations make little change, 
other than a clarification of the Treasury’s 
position concerning this apparent departure 
from established principles. [The End] 


and 


The Internal Revenue Bureau is going to help out the old folks. It announced it 
will expand a previously tested program of teaching high-school students how to 
make out income tax returns so that they may help their parents—and also, pre- 
sumably, be well trained themselves when the time comes—Pathfinder. 
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History of Problem... 
Legislative Accomplishments . . . 


Areas of Future Difficulties 


Sales of Land with Growing Crops— 
Tax Treatment 


By HARRY M. HALSTEAD, Attorney, Los Angeles 


In the November, 1952 issue, the author 
dealt with Section 324 of the Revenue Act 
of 1951 and with subsequent developments 
on the subject of capital-gains treatment 
of the gains on the sale of draft, breeding 
and dairy animals. Here he takes up the 
unharvested-crop problem 


| Y SECTION 323 of the Revenue Act 

of 1951 Congress attempted to ease the 
conflict between farmers and the Commis- 
sioner concerning capital-gains treatment, 
under Code Section 117 (j), of the gains on 
sales of unharvested crops as part of the 
land to which they are affixed. The history 
of this problem, the accomplishments of the 
1951 legislation and the areas of future diffi- 
culties in the application of the new legisla- 
tion will be discussed below. 

The typical which has been 
presented to the courts is this: Farmer A 
owned a tract of land upon which he had 
developed an orange grove (or was raising 
cotton, wheat, or almost any kind of crop). 
Farmer A deducted his growing costs each 
year as ordinary expenses for income tax 
purposes. Before the crop was harvested, 
farmer B offered to buy the land together 
with the growing crop for a lump sum of 
$400,000. No allocation of the purchase 
price was made between land, trees and 
crops by farmer A, who reported the differ- 
ence between his cost basis for the land 
and trees and the $400,000 sales price as 
capital gain on his income tax return. 
Farmer B later harvested the crop and 
sold it for a net of $175,000, after deduct- 


situation 


ing costs of harvesting and marketing. On 
his income tax return he reported ordinary 
income on the marketing of this crop of 
only $25,000. He arrived at this $25,000 
figure by that $150,000 of the 
$400,000 purchase price was the fair mar- 
ket value of the unharvested crop on the 
date it was purchased by him. Therefore, 
farmer B contends that the cost basis of the 
crop is $150,000 which is deductible from 
the $175,000 received, leaving $25,000 tax- 
able as ordinary income. 


deciding 


Prior to November 21, 1950, no court had 
passed upon the issue of whether the gain 
to farmer A attributable to the crop was 
subject to capital-gains treatment under 
Section 117 (j), but in less than five months 
from that date, six decisions were rendered 
by trial courts, and appeals were pending 
before the Circuit Courts of Appeals for 
the Fifth, Ninth and Tenth Circuits. Of 
these, the decisions in Irrgang v. Fahs; 
in the United States District Court for the 
Southern District of Florida, and Cole v. 
Smyth; in the United States District Court 
for the Northern District of California, 
favored taxpayers by applying capital-gains 
treatment under Section 117 (j) to the gains 
attributable to growing crops. The Tax 
Court did not agree with the district courts. 
It sustained the Commissioner by denying 
Section 117 (j) treatment to growing crops 
and, in some instances, made difficult factual 
determinations concerning the part of the 
entire purchase price to be allocated to the 
crop and, therefore, to be taxed as ordi- 
nary income. Tax Court decisions on the 





150-2 ustc ] 9519, 94 F. Supp. 206 (DC Fia.). 
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251-1 ustc J 9301, 96 F. Supp. 745 (DC Calif.). 
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Parts of this article are taken, 
with permission, from the author's 
“Capital Gains of Farmers,"’ which 
appeared in the December, 1951 
Southern California Law Review. 


question are Ernest A. Watson; Louise Owen, 
Thomas J. McCoy* and Harry L. Miller’ 
There was little to distinguish any of these 
six cases from the others. All of them 
fitted into the basic hypothetical factual 
situation set forth above. In each case, 
the taxpayer won or lost, depending pri- 
marily upon what the court thought Con- 
gress had intended to exclude from Section 
117 (j) treatment as “property held by the 
taxpayer primarily for sale to customers 
in the ordinary course of his trade or 
business.” * The district courts in the Jrrgang 
and Cole cases were of the opinion that 
taxpayers in the business of producing, har- 
vesting and marketing matured crops, did 
not hold unharvested crops primarily for 
sale to customers in the ordinary course of 
their trade or business. Therefore, 
the district courts, the sale of the unhar- 
vested crops together with the land to 
which they were affixed, constituted sales 
of real property used in the trade or busi- 
ness and were subject to capital gains treat 
ment under Section 117 (j). The 
elements of these decisions were: 


(1) Unharvested crops sold with the 
land are not property held primarily for 


said 


several 





*CCH Dec. 17,976, 15 TC 800 (1950), aff'd 


52-1 ustc § 9350, 197 F. (2d) 56 
tiorari applied for by taxpayer. 

*CCH Dec. 18,013(M), 9 TCM 1112 (1950), 
rev'd 51-2 usre § 9512, 192 F. (2d) 1006 (CA-5). 

5CCH Dec. 17,978, 15 TC 828 (1950), rev'd 
51-2 usrc § 9500, 192 F. (2d) 486 (CA-10). 

*CCH Dec. 18,187(M), 10 TCM 210 (1951). 

™ Sec. 117(j) of the Code before the Revenue 
Act of 1951 provided as follows: 

‘Gains and Losses from Involuntary Conver- 
sion and from the Sale or Exchange of Certain 
Property Used in the Trade or Business— 

“‘(1) Definition of property used in the trade 
or business.—For the purposes of this subsec- 
tion, the term ‘property used in the trade or 
business’ means property used in the trade or 
business, or a character which is subject to the 
allowance for depreciation provided in section 
23(1), held for more than 6 months, and real 
property used in the trade or business, held 
for more than 6 months, which is not (A) prop- 
erty of a kind which would properly be in- 
cludible in the inventory of the taxpayer if on 
hand at the close of the taxable year, or (B) 
property held by the taxpayer primarily for 
sale to customers in the ordinary course of his 
trade or business, or (C) a copyright, a literary, 
musical, or artistic composition, or similar 
property, held by a taxpayer described in sub- 
section (a)(1)(C). Such term also includes 
timber with respect to which subsection (k)(1) 
or (2) is applicable. 


(CA-9). Cer- 
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sale to customers in the ordinary course 
of business; (2) growing crops are part 
of the realty in Florida and California, 
these being the states in which the crops 
were located; (3) the crops had been held 
for more than six months; (4) growing 
crops are not includible in inventory; (5) 
farm realty is used in the farmer’s trade 
or business of farming. Of these elements, 
only the first two caused any real problem. 

A majority of the Tax Court in the cases 
cited above, could agree with the district 
court judges on all points except that of 
whether the crop was property held by the 
taxpayer primarily for sale to customers in 
the ordinary course of his trade or busi- 
ness. Nevertheless, the court recog- 
nized that the question of whether crops 
are a part of the realty might be answered 
differently in different states. The majority 
of the Tax Court in the Watson case were 
of the opinion that “the grower, all factors 
being considered, seeks to sell his crop at 
the time and in the manner he considers 
to his best advantage The crop 
is his stock in trade and from the time the 
fruit appears on the plant, vine, or tree, 
it is thought of in terms of the units by 
which it is measured for sale and of the 
anticipated prices per unit. In short, the 
primary purpose and objective of the farmer 
or fruit grower is the sale of his crop to 
some customer or customers.” But judges 
Black and Harron could not agree with 
their colleagues. Judge Black’s dissenting 
~ (2) General rule.—If, during the taxable 
year, the recognized gains upon sales or ex- 
changes of property used in the trade or busi- 
ness, plus the recognized gains from the com- 
pulsory or involuntary conversion (as a result 
of destruction in whole or in part, theft or 
seizure, or an exercise of the power of requisi- 
tion or condemnation or the threat or immi- 
nence thereof) of property used in the trade 
or business and capital assets held for more 
than 6 months into other property or money, 
exceed the recognized losses from such sales, 
exchanges, and conversions, such gains and 
losses shall be considered as gains and losses 
from sales or exchanges of capital assets held 
for more than 6 months. If such gains do not 
exceed such losses, such gains and losses shall 
not be considered as gains and losses from 
sale or exchanges of capital assets. For the 
purpose of this paragraph: 

‘“*(A) In determining under this paragraph 
whether gains exceed losses, the gains and 
losses described therein shall be included only 
if and to the extent taken into account in 
computing net income, except that subsections 
(b) and (d) shall not apply. 

“*(B) Losses upon the destruction, in whole 
or in part, theft or seizure, or requisition or 
condemnation of property used in the trade 
or business or capital assets held for more 
than 6 months shall be considered losses from 
a compulsory or involuntary conversion."’ 


also 
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opinion in the McCoy case said: “To my 
way of thinking there is certainly nothing 
in the facts here to indicate that the tax- 
payer's growing an unmatured crop of 
wheat ‘was property held by the taxpayer 
primarily for sale to customers in the ordinary 
course of his trade or business.’ . . . It 
seems to me that the facts show that it 
was not so held. It is my view that if 
Congress wishes to exclude from the bene- 
fits of the capital gain provisions contained 
in section 117, I. R. C., the gain from the 
sale of a growing and unmatured wheat 
crop such as we have here and under the 
circumstances attending the sale, it will 
have to expand the exclusion provisions 
of section 117. That, of course, it may do 
if it wishes, but until Congress does so 
I think the entire gain from such transac- 
tions as we have here falls within the pro- 
visions of section 117 (j), I. R. C.,, 
is taxable as long-term capital gain.” 


and 


With this divergence in opinions among 
the judges of the Tax Court, with the split 
between the district courts and the Tax 
Court, and with the appeals to the Fifth, 
Ninth and Tenth Circuits then pending, it 
was not surprising to find pressures being 
applied by taxpayers’ representatives and 
by the Treasury Department for legislative 
remedies. Section 323 was introduced into 
the Revenue Bill of 1951 during the last 
days of work on that bill by the Senate 
Finance Committee. The amendment to 
Section 117 (j) was probably urged by in- 
terested taxpayers, but it is suspected that 
the provisions for capitalizing, instead of 
deducting, certain items, which seriously 
limit the benefit of the legislation to tax 


payers, was proposed by the Treasury. 
Section 323 of the Revenue Act of 1951° 
amended Section 117 (j) to provide, in sub- 
stance, that unharvested crops are property 
used in the trade or business if sold, ex- 
changed, or involuntarily converted at the 
same time and to the same person as the 
land upon which they are growing. It also 
amended Section 24 by adding a subsec- 
tion (f), which denies all deductions in 
computing net income which are attrib- 
utable to the unharvested crops made sub- 
ject to Section 117 (j). It also amended 
Section 113 (b) (1) to allow the seller to 
increase the basis of the unharvested crop 
made subject to Section 117 (j) by the 
amount of the deductions lisallowed under 
Section 24 (f). These amendments were 
made effective for taxable years beginning 
after December 31, 195 

Applying these amendments to farmers 
A and B in our hypothetical situation, if 
farmer A in a taxable year beginning after 
December 31, 1950, sells, at the same time, 
land held for more than six months and an 
unharvested crop on it to farmer B, farmer 
A treats the crop and the land as a unit all 
of which qualifies under Section 117 (j), 
as being subject to capital-gains treatment. 
It does not matter that the crop has been 
planted less than six months. There is no 
need for farmer A to allocate the purchase 
price between the crop and the land. In 
selling the land and crop, he is concerned 
only with the total price. Farmer B, on 
the other hand, will want to allocate as 
much of the total purchase price to the crop 
as is necessary to limit his taxable income 


on sale of the crop after it is harvested, 





§*‘Sec. 323. 


Gain or Loss.—Section 
used in 
amended 

““(1) By inserting immediately before the 
period at the end of the second sentence of 
paragraph (1) thereof the following: ‘and un- 
harvested crops to which paragraph (3) is 
applicable’; and 

**(2) By adding at the end 
paragraph to read as follows: 

‘*(3) Sale of Land with Unharvested Crop.— 
In the case of an unharvested crop on land 
used in the trade or business and held for more 
than 6 months, if the crop and the land are 
sold or exchanged (or compulsorily or involun- 
tarily converted as described in paragraph (2) 
at the same time and to the same person, the 
crop shall be considered as ‘‘property used in 
the trade or business."’ ’ 

‘“(b) Treatment of Deductions.- 

““(1) Amendment of Section 24.—Section 24 
(relating to items not deductible) is hereby 
amended by adding at the end thereof a new 
subsection to read as follows: 


the trade or business) is hereby 


thereof a new 
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SALE OF LAND WITH UN- 
HARVESTED CROP. 


‘‘(a) Treatment of 
117(j) (relating to sale or exchange of property 


***(f) Sale of Land With Unharvested Crop. 

-Where an unharvested crop sold by the tax- 
payer is considered under the provisions of 
section 117(})(3) as ‘‘property used in the 
trade or business,’’ in computing net income 
no deduction (whether or not for the taxable 
year of the sale and whether for expenses, 
depreciation or otherwise) attributable to the 
production of such crop shall be allowed.’ 

(2) Amendment of Section 113(b)(1).—Sec- 
tion 113(b)(1) (relating to adjustments to 
basis) is hereby amended by adding at the end 
thereof a new subparagraph to read as follows: 

““(L) for deductions to the extent dis- 
allowed under section 24(f), notwithstanding the 
provisions of any other subparagraph of this 
paragraph.’ 

‘“(c) Effective date.-—The amendment made 
by subsection (a) shall be applicable only with 
respect to sales, exchanges, and conversions, 
occurring in taxable years beginning after De- 
cember 31, 1950. The amendments made by 
subsection (b) shall be applicable to any tax- 
able year for which a deduction is disallowed 
by reason of sales, exchanges, or conversions 
to which subsection (a) is applicable.’’ 
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so that he will not be taxed at high surtax 
rates. Therefore, the question of allocation 
still remains for farmer B, and he, rather 
than farmer A, will be in court in the future 
fighting the same old allocation problem 
to limit his gain or increase his loss on 
sale of the harvested crop, by allocating to 
the crop as much of the total price paid 
to farmer A as possible. But farmer A 
will also be back in court, this time to have 
the court determine how much of his grow- 
ing costs, depreciation and other items, 
otherwise deductible, are disallowed under 
Section 24 (f) as ordinary deductions, and 
capitalized under 113 (b) (1), to 
limit his capital gain for the year of sale 
and increase income for the 
year of sale and for all prior years in which 
there appeared in his income-tax returns 
deductible items, any part of which might 
be attributable to the crop sold as a Section 
117 (j) asset. 


»ection 


his ordinary 


Problems Eliminated 
by Section 323 of 1951 Act 


What 


Section 


then did Congress accomplish by 
323 of the Revenue Act of 1951? 
First of all, it seems to have effectively 
eliminated the two basic issues, raised by 
the Tax Court the district 
(1) whether unharvested crops are real 
property and (2) whether unharvested crops 
in any stage of development are not prop- 
erty held primarily ior sale to customers in 
the ordinary course of the taxpayer’s trade 
or business. That was accomplished by 
adding directly to the statutory definition 
of property used in the trade or business, 
unharvested crops on land used in the trade 
or business, which are sold, exchanged, or 
converted with the land at the 
and to the same person. 


and courts, of 


same time 

Congress by so defining unharvested 
crops eliminated the very difficult problems 
between the seller (farmer A) and the 
Commissioner, involved in attempting to 
allocate the selling price between crops 
and land. This would seem to be a step 
forward even though the problem of allo- 
cation still remains as a potential bone of 
contention the 
the buyer, who must allocate between crop 
and land in order to have a cost basis for 
the crop when he markets it. At least one 
of the parties to the sale, the seller, has 
been removed from a position of self-inter- 
est over the allocation problem. It remains 
to be seen whether the seller will be a non- 


between Commissioner and 





partisan witness in the buyer’s tax case on 
the allocation question. 


Although Congress did not see fit to 
make the amendments to the Internal Rev- 
enue Code, contained in Section 323 of the 
Revenue Act of 1951, retroactive to years 
beginning prior to December 31, 1950, this 
should be a benefit rather than a detriment 
to those taxpayers whose cases involving 
unharvested crops are on appeal and to the 
many taxpayers who probably have similar 
matters before the Bureau of Internal Reve- 
nue involving prior years. The failure of 
retroactive amendments 
a benefit to those taxpayers if the 
courts conclude that Congress intended 
that, prior to the Revenue Act of 1951, 
unharvested crops are Section 117 (j) assets, 
since as to those prior years the provisions 
of the 1951 act disallowing deductions 
connected with the crop would not be ap- 
plicable. Concerning this, the Senate 
Finance Committee’s Report stated: 


Congress to enact 


will be 


“Your Committee believes that sales of 
land together with growing crops or fruit 
are not stich transactions as occur in the 
ordinary course of business and should thus 
result in capital gains rather than ordinary 
income.” 

This statement of the committee seems 
to leave no room for doubt as to its opinion 
that sales of land with growing crops were 
not and are not now sales in the ordinary 
course of business. The committee report 
would seem to say that the 1951 Revenue 
Act did not create 
harvested crops; it 


such a status for un 
merely clarified the 
intent of Congress that Section 117 (j) 
should apply. It is not surprising, there 
fore, to find the Circuit Courts of Appeals 
for the Fifth and Tenth Circuits reversing 
the Tax Court in the Louise and 
Thomas J. McCoy cases.’ In the latter, the 
Tenth Circuit concluded that the Senate 
Report on Section 323 of the Revenue Act 
of 1951 “makes it clear that the purpose of 
the amendment 
of such 


Owen 


was to clarify the status 
crops for income 
than to evidence 
gressional policy.” 
When the Court of Appeals for the Ninth 
Circuit subsequently turned to the task of 
reviewing the 
Ernest A, Watson case,” it must have been 
expected by all who had the 
legislative history of Section the 
Act of 1951 and the and 
Circuit decisions in the and 


tax purposes, 


rather Con- 


a change in 


Tax Court’s decision in the 


followed 
323 of 
Fifth 
Owen 


Revenue 
Tenth 





* Cited at footnotes 4 and 5 
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McCoy cases that the Ninth Circuit would 
reverse the Tax Court and find for the tax- 
payer. Instead, the Ninth Circuit chose 
to find the intent of Congress to be that 
the sale of the unharvested crop was a sale 
in the ordinary course of taxpayer’s busi- 
ness. The grounds upon which the court 
based its decision were that the Senate 
Report spoke of a loss in revenue resulting 
from the 1951 amendment, so it must have 
changed the law and, further, that the 
amendment was not made retroactive. Per- 
haps the court could have concluded just as 
easily that the Senate Report referred to 
a loss in revenue resulting from Congress 
making clear its intention that Section 117 (j) 
always was applicable to unharvested crops, 
sold with the land to which they are affixed. 
The failure of Congress to make the amend- 
ment retroactive, considered in the light 
of the Senate Report’s statement, quoted 
in the paragraph immediately above, would 
seem to mean that Congress saw no neces- 
sity for making the amendment to Section 
117 (j) retroactive, since it was only a 
clarification taken care of for prior years 
by the Senate Report’s statement that such 
sales are not in the ordinary course of 
business. Moreover, Congress did not wish 
to make retroactive the requirements con- 
tained in Section 323 of the 1951 
tive to capitalizing deductions. 


act rela- 


It is unfortunate that the Senate Report 
was not drawn more carefully so as to leave 
no room for a split between the circuit 
courts on cases on appeal at the time Con- 
gress considered the matter. Now it is 
necessary to go to the Supreme Court to 
decide which circuit court is correct unless 
Congress should see fit to further clarify 
its position. (Certiorari has been requested 
by the taxpayer in the Watson case.) In 
the meantime, more cases are apt to pile 
up in the courts, since the Ninth Circuit has 
made a nullity of what seemed to this writer 
to be an attempt of Congress to dispose 
of the issue of the applicability of Section 
117 (j) to growing crops in favor of the 
taxpayer for years both before and after 
Act of 1951. Nevertheless, 
taxpayers who have reported ordinary in- 
come from such sales in prior years, not 
barred by statutes of limitation, 
consider filing claims for refund. 


the Revenue 


should 


Creation of New Problem 


A criticism that can be directed at the 
1951 Revenue Act is that a new and difficult 
problem has been created, by the new Sec- 


tion 24 (f) of allocating income tax deduc- 
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tions between (1) a crop being sold with 
the land subject to Section 117 (j), in which 
case such deductions attributable to the 
crop must be capitalized, and (2) other 
business operations of the taxpayer. What 
Congress had in mind as a general propo- 
sition may be gleaned from the Senate Fi- 
nance Committee Report as follows: 

“Your Committee recognizes, however, 
that when the taxpayer keeps his accounts 
and makes his returns on the cash receipts 
and disbursements basis, the expenses of 
growing the unharvested crop or the unripe 
fruit will be deducted in full from ordinary 
income, while the entire proceeds from the 
sale of the crop, as such, will be viewed as 
a capital gain. Actually, of course, the true 
gain in such cases is the difference between 
that part of the selling price attributable 
to the crop or fruit and the expenses at- 
tributable to its production. Therefore, your 
Committee’s bill provides that no deduction 
shall be allowed which is attributable to the 
production of such crops or fruit, but that 
the deductions so disallowed shall be in- 
cluded in the basis of the property for the 
purposes of computing the capital gain.” 

The statutory language used to describe 
the deductions to be disallowed is: “ ’ 
deduction (whether or not for the taxable year 
of the sale and whether for expenses, depreci- 
ation, or otherwise) attributable to the pro- 
duction of such crop. ...’ (Italics supplied.) 
What Congress attempts to do by this lan- 
guage, in effect, is to require the taxpayer 
to reconstruct his accounts so as to adopt 
a crop-basis method of accounting for the 
crop or part of a crop sold as an Section 
117 (j) asset, while the other operations of 
the taxpayer continue to be reported by his 
usual accounting method. 

To illustrate the difficulty of applying the 
statute allocating deductions, let us suppose 
that farmer A is growing carrots, lettuce 
and onions, and that he has a small feeder 
cattle operation, owns most of his own farm 
equipment, including a small packing shed, 
and that his farm is in an area where irri- 
gating is necessary. Suppose further that 
farmer A sells one half of a field of carrots 
in a manner to qualify the sale under 
Section 117 (j) and that the carrots were 
planted during farmer A’s taxable year 
immediately preceding the year of sale. 
Some of the items on farmer A’s books 
which might have to be broken down be- 
tween the carrots sold with the land and 
the rest of the carrots, onions, lettuce and 
other farm operations may be listed as follows 
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Direct Growing Costs 
Labor 
Rental 
Taxes and License 
Seed 
Fertilizer 
Insecticides 
Supplies 
Water 
Custom Work 


Ranch Equipment 
Operation 

Labor 

Taxes 

Fuel 

Small Tools 

Tires 

Supplies 

Custom Work 

Miscellaneous 


Miscellaneous 
Repairs 
Insurance 
Weed-Control 
Spraying 


Repairs 
Insurance 
Depreciation 


In addition to those listed, there are 
dozens of other items connected with har- 
vesting, packing and shipping of crops, and 
with the feeder cattle operation, which often 
cannot be segregated absolutely from the 
growing phase of farmer A’s operation. 
For example, what part of the general ad- 
ministrative expense and what part of the 
depreciation of equipment, including vehi- 
cles, is to be allocated to the carrots sold 
as Section 117 (j) items? 
duction too remote to be 
the crop sold? 


When is a de- 
attributable to 
Perhaps it is idle to specu- 
late as to what the answers will be when 
such problems reach the courts, but it is 
certain that farmer A will have a substantial 
advantage over the Commissioner if he 
can produce orderly accounting records to 
support his contentions. The Commissioner 
will find it practically impossible to contra- 
dict the allocation so made by farmer A, 
unless it is entirely beyond the realm of 
reality, since the Commissioner’s witnesses 
would be required to testify concerning all 
the intricacies of cost accounting applied to 
the particular complicated facts of farmer 
A’s operations. Unfortunately or not, the 
Commissioner finds it difficult to get wit- 
nesses who are both qualified to testify as 
cost accountants, familiar with the business 
of farming, and who have sufficient time 
to make the necessary detailed study of 
farmer A’s business and records. But where 
farmer A does not have good accounting 
records to support his contention as to the 
part of the deductions to be disallowed as 
attributable to the crop sold, the advantage 
will swing to the side of the Commissioner, 
at least before the Tax Court, since the 
task of the court then becomes one similar 
to the typical valuation case where both 
sides produce opinion evidence only and the 
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Labor Camp 
Operating 
Costs 

Labor 

Fuel, Light and 
Power 

Supplies 

Custom Work Repairs 

Miscellaneous Insurance 

Repairs Ice 

Insurance Labor-Subsistence 

Labor-Procurement Expense 
Expense 

Depreciation 


Ranch General 
Expense 
Superintendence and 
Labor 
Supplies 
Custom Work 
Miscellaneous 


court usually adopts a figure substantially 
in favor of the government. Most cases 
that reach the court will probably be of 
this latter type since farmers with good 
accounting records will have a lever that 
can open ways for settlement of their differ- 
ences with the Commissioner. But count- 
less farmers do not keep such records, 
which is witnessed by the fact that histori- 
cally the farmer has been permitted to oper- 
ate on the cash basis of accounting out of 
recognition of the impossibility of keeping 
voluminous and complicated records in the 
average farm operation. Therefore, it is 
anticipated that the new Section 24 (f) will 
be more of a burden to the small farmer 
than to the large scale operator. 

There is another way in which the farmer 
with elaborate accounting records has an 
advantage over other farmers, under the 
1951 Revenue Act. It may not be to a 
farmer’s advantage to sell a crop with the 
land, under Section 117 (j), for example, 
where Section 117 (j) gains will exceed 
losses even though there is a loss on the 
crop. In such instances, the farmer may 
want to dispose of the crop separately, or 
at a different time from the land, thereby 
retaining his right to deduct 100 per cent of 
his growing costs and other items attribut- 
able to the crop. Only the farmer with 
good accounting records can estimate accu- 
rately what his gain or loss will be as to 
a particular crop. It therefore behooves 
every farmer who anticipates selling crops 
under Section 117 (j), to build a cost record 
for the purpose of determining at the time 
of sale whether it is to his advantage to 
qualify the sale under Section 117 (j). 

There is an unfortunate ambiguity in the 
Senate Finance Committee Report in its use 
of the words “unharvested crops” with the 
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words “unripe fruit” and “growing crops or 
fruit.” The amendment to Section 117 (j) 
uses the words “unharvested crop” which, 
when given their ordinary meaning, would 
qualify any unsevered crop as an Section 
117 (j) asset, when sold under the circum- 
stances set forth in that section. But did 
Congress intend “unharvested crop” to mean 
unsevered crop? If it did so intend, why 
then did it not use the word “unsevered” 
and why did the committee report use the 
terms “unripe fruit” and “growing crops or 
fruit” without drawing a clear distinction 
between them and “unharvested crops’? 
Perhaps the committee did not intend that 
the sale of a mature orange crop ready for 
picking, should qualify under Section 117 
(j), since the oranges would then be in 
such condition as to be held for sale to 
customers in the ordinary course of the 
seller’s trade or business. If that were true, 
it would follow that the term “unharvested 
crop” in the statute means a crop not ready 
to be harvested, and the courts would be 
faced with the problem of deciding as a 
fact in each case whether the crop was 
ready to be harvested. It is submitted that 
such a twisting of the definition of “un- 
harvested” should not be indulged in by 
the courts, since the loose language of the 
committee report might be explained by the 
history of Section 323 of the Revenue Act 
of 1951. That history may also explain the 
shortcomings of Sections 24 (f) and 113 


(b) (1). 


Being introduced in the closing days of 
the Senate Finance Committee’s work on 
the Revenue Act of 1951, Section 323 of the 
act must have been swept up in the last- 
minute whirl of business incident to getting 
the measure to the floor of the senate. The 
committee report concerning Section 323 of 
the bill probably was written hurriedly, as 
may have been the statute itself. But under 
the circumstances it should be presumed 
that sufficient consideration was given by 
the draftsmen to the clear meaning of 
“unharvested,” when it was used in the act 
itself, to overcome the ambiguous language 
of the committee report. The unequivocal 
statement in the conference report on the 
Revenue Act of 1951 referring to Section 
323 of the act that “[t]his amendment pro- 
vides rules for the application of Section 
117 (j) in cases where land bearing an 
unharvested crop is sold,” ought to be suf- 
ficient for the courts to refuse to entertain 
any suggestions that mature unsevered crops 
cannot qualify under Section 117 (j). 


Sales of Land with Growing Crops 


It is unfortunate that Section 323 was not 
initiated by the House Ways and Means 
Committee when it was first considering the 
Revenue Act of 1951, so that it could have 
run the gamut of proponents and opponents 
and have been rewritten, revised and publi- 
cized in reaching its final form. Declaring 
that Section 117 (j) does apply to un- 
harvested crops answered a question of 
legislative intent, at least for post-1950 
sales, which could not have been answered 
in any other way. Taking into account the 
many problems described above, including 
the conflicts in economic interests of buyer 
and seller and the sudden surge of litigation, 
the need for Congressional clarification of 
Section 117 (j) was apparent. To leave the 
matter in the hands of the courts would 
have required the courts to impute to 
Congress an intent, in connection with the 
original enactment of Section 117 (j), con- 
cerning a limited subject which Congress 
undoubtedly had no opportunity previously 
to consider separately from the mass of 
items generally subject to Section 117 (j). 


If the courts had been allowed to decide 
that Section 117 (j) does not apply to grow- 
ing crops, future litigation on that question 
would have been eliminated, but such a 
decision would not have eliminated the 
necessity for litigating the factual question 
of how the allocation of the total purchase 
price between growing crops and other 
property should be made. No substantial 
reduction in litigation would have been 
achieved. On the other hand, if the courts 
had eventually decided in favor of the seller 
so as to permit capital gains treatment of 
the gain on sale of the crop, the decision 
probably would not be sufficiently definitive 
to encompass the variety of situations un- 
der which land is sold with growing crops. 
The courts would have been required to 
decide that growing crops were realty, 
which might have required litigating sepa- 
rate cases for each state. The court cer- 
tainly could not have arrived at an absolute 
test as to when crops are held for sale to 
customers in the ordinary course of tax- 
payer’s trade or business. It might have 
arrived at a broad test, such as the time 
at which the crop reaches maturity or the 
time at which it is normally harvested 
before maturity, whichever is earlier. It is 
improbable that the courts would have gone 
so far as to apply Section 117 (j) to un- 
severed mature crops. Finally, any con- 
clusive resolution of the matter might have 
required a decision or decisions of the Su- 
preme Court and its determinations would 
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still be subject to criticism as judicial legis- 
lation which could have reversed 
immediately by Congress. Therefore, the 
more practical approach was for Congress 
itself to undertake the solution of the prob- 
lem, offering a speedy and definite answe1 
to the question of the intent of Congress 
underlying Section 117 (j). Of course, it 
remains to be seen whether Congress did 
solve these problems as to pre-1951 sales. 
The Supreme Court probably will have an 
opportunity to decide in the Watson case 
(the taxpayer has applied for 
whether Congress expressed an 


been 


certiorari) 

intention 
concerning pre-1951 transactions and, if no 
expression of intention is found, then many 
of the problems outlined above will be be- 
fore the Court for decision. 

Granting that Congress should have 
sought a solution to the problem and having 
considered some of the technical difficulties 
in applying the new legislation, the real 
question of Congressional achievement is 
whether its solution is economically fair 
to everyone, which includes protecting the 
government from a_ substantial i 
revenue. 


With the Tax Court and the district 
courts taking opposite positions, much un- 
certainty existed as to the outcome of the 
controversy between the farmer and the 
Commissioner, which must have had a re- 
straining effect upon the volume of sales of 
farm land where crops were involved. The 
elimination of doubt, at least for sales made 
after December 31, 1950, should have the 
effect of increasing the number of such 
transactions so as to make up at least in 
part for the loss of revenue occasioned by 
the application of capital gains rates under 
Section 117 (j), instead of ordinary income 
tax rates. Furthermore, there is no sug- 
gestion in the litigated cases that the sale 
of land with growing crops is a loophole 
or could be a loophole. Even though, in 
theory, the scheme of selling land with an 
immature crop could be used for the pri- 
mary purpose of converting 


loss in 


income from 


crops from ordinary income to capital gain, 
the risks inherent in farming and the perma- 
nency with which the farmer looks upon 
his ownership of his land, do not encourage 


sales for tax purposes alone. The 1951 
Revenue Act, by requiring that deductions 
attributable to the crop be disallowed and 
capitalized, has cut deeply into the tax 
benefit of Section 117 (j)—particularly in 
the case of crops whose growing costs are 
high and which have very little, if any, sales 
value until they are ready for harvesting. 
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Congress has not failed to protect 
the government from any 
substantial loss in revenue in 
declaring unharvested crops to be 
Section 117 (j) items. 


The maximum tax benefit under Section 117 
(j) will accrue to growers of crops whose 
growing costs are relatively low, particu- 
larly in the fortuitous circumstance of hav- 
ing a bumper crop. For example, if an 
orange grower has groves in an area where 
irrigation is not required and pest control 
is not costly, he may operate for several 
years with a normal margin of profit on 
average crops. Then there may come a 
year in which his crop is above average 
and market conditions are good. His grow- 
ing costs will be the same and his margin 
of profit will be large. A sale under Sec- 
tion 117 (j) could produce a substantial 
saving if the grower is willing to part with 
the grove. But if the grower made a fre- 
quent practice of selling groves with fruit 
on the trees, he might become a dealer to 
whom Section 117 (j) would not apply. It 
therefore appears that Congress has not 
failed to protect the government from any 
substantial loss in revenue in declaring un- 
harvested crops to be Section 117 (j) items 

The question of fairness to taxpayers can- 
not be disposed of as summarily. The new 
provisions in Sections 24 (f) and 113 (b) 
(1), disallowing deductions attributable to 
the crop sold under Section 117 (j) and 
capitalizing them, may discriminate between 
growers of different kinds of crops. The 
owner of a bumper orange crop under the 
conditions assumed in the paragraph im- 
mediately above, should be more able to 
effect a tax savings under Section 117 (j) 
than a lettuce grower whose product is less 
staple, must be moved quickly and is sub- 
ject to rapid market fluctuations. It has also 
been pointed out above that Section 24 (f) 
creates technical accounting problems with 
which the small farmer must cope. But that 
is not a new phenomenon in the field of 
government. 


In any solution to the controversy be- 
tween the seller and the Commissioner, the 
buyer must be treated fairly. Going back 
to our hypothetical situation of farmers A 
and B, we saw there that farmer B, the 
buyer, after having completed the raising of 
the crop, proceeded to sell the crop and to 
compute his gain by deducting from the 
gross income the costs incurred in marketing 
the crop and his cost basis, being the part 
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of the original purchase price of the land 
and crop which was allocated to the crop 
during the transaction, or its fair market 
value when purchased, if no allocation was 
made. If farmer B had actually paid noth- 
ing for the growing erop when he pur- 
chased the land from farmer A, farmer B 
would have no cost basis for the crop when 
he later sold it, and his gain on sale would 
be his gross income from sales, less the 
cost of marketing. Under this circumstance, 
the government taxes, 
since the entire value of the crop ultimately 
is taxed as ordinary income. On the other 
hand, it is obvious that the question of 
valuation would always exist in the usual 
case where the buyer actually pays a part 
of the total purchase price for the crop in 
the ground without arriving at a proper 
allocation by arm’s length bargaining. It 
makes no difference to the buyer’s situation 
whether or not the seller is allowed to 
exclude the crop from the scope of capital- 
gains treatment under Section 117 (j). The 
sole interest of the buyer is to get as large 
a part of the purchase price as possible 
allocated to the crop in order to decrease 
his gain on sale of the crop. 


sustains no loss in 


It has been suggested that a solution to 
the problem of valuation of the growing 
crop would be to permit the seller to treat 
the entire gain on the sale of land and crop 
as capital gain and require the buyer to 
use a zero basis for the growing crop. No 
allocation of the purchase price would be 
required on the part of the 
entire gain would be capital gain. 


seller since his 
No allo- 
cation ot the price paid would be necessary 
on the part of the buyer since the entire 
price paid would go to establish the basis 
of the land acquired, and the growing crop 
Such a solution 
would be grossly unfair to the buyer and 
it would seriously affect the marketability 
of farm lands. Generally, a buyer could not 


would have a zero basis 


profitably purchase farmland with a growing 
crop of substantial value since, regardless 
of tax treatment, he would in fact have t 
pay a price for the valuable crop in order 
to induce the seller to part with the prop- 
erty. To the extent that the price paid for 
all of the property exceeds the price at 
which the land could readily be sold, the 
buyer would have an overinvestment in land 
and his only method of recouping would 
be a capital loss deduction upon some future 
sale of the land. At the same time, when 
the buyer marketed the growing crop he 
would be required to pay ordinary income 
tax upon an excessive amount of net income 
since he would not have the benefit of a 
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deduction of his actual cost in purchasing 
the crop. Under these circumstances it 
would be practically impossible to find buy- 
ers for farm land after crops are planted, 
or at least where crops are approaching 
maturity. It must, therefore, be concluded 
that any solution to the seller’s problem of 
capital-gains treatment under Section 117 
(j) had to be one which would not affect 
the right of the buyer to deduct the cost 
of the crop to him in computing his gain 
on later sale of the crop, even though liti- 
gation might be necessary to determine that 
cost. Congress very properly did nothing in 
Section 323 of the Revenue Act of 1951 to 
deny the buyer his cost basis of the crop 
on resale. Consequently it has treated the 
buyer fairly while attempting to solve the 
problems of the seller. 


Conclusions 


Several conclusions may be drawn from 
the foregoing discussion to guide the future 
application of Sections 117 (j), 24 (f) and 
113 (b) (1) to sales of unharvested crops 
and to follow to its conclusion the contro- 
versy over the applicability of Section 117 
(j) to crops sold prior to the Revenue Act 
of 1951: 

(1) The buyer should build a record of 
his cost basis for the crop at the time of 
purchase. He might relate his offer for the 
crop to the growing cost expended by the 
seller with a reasonable increase on account 
of intangible factors such as the labor and 
management supplied by the seller person- 
ally which is not a deductible item in com- 
puting the seller’s costs for tax purposes. 

(2)' The seller should build a record of 
the cost of producing a particular crop 
where he anticipates its sale under Section 
117 (j), so as to eliminate a costly settlement 
or litigation over the amount of deductions 
from ordinary income to be disallowed and 
capitalized. 

(3) The Commissioner should promulgate 
detailed regulations on the allocation of 
deductions under Section 24 (f), and he 
should define the term “unharvested crop” 
in Section 117 (j) to mean “unsevered crop” 
and announce his concept of what shall be 
deemed abusive practices removing trans- 
actions from Section 117 (j). 

(4) In concluding litigation and matters 
pending before the Bureau for years prior 
to 1951, unharvested crops sold 
with the land should be deemed not to be 
sales in the 


sales of 


ordinary course of the tax- 


(Continued on page 86) 
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A Double-Barreled Opportunity— 
Build Up the Herd and 


Benefit from Capital Gains, Too 


Tax Savings and Capital Increase in 


7 AX-SAVING OPPORTUNITIES are 
available to those taxpayers who would 
venture into the raising of livestock and 
there are, also, opportunities for building 
up a valuable capital asset through this 
medium, at the minimum income tax cost. 

Taxable income arising from the sale or 
exchange of is covered by the 
Code in the several sections which relate 
to and regulate the manner in which gross 
income and allowable deductions are used 
to determine net taxable income, and, more 
specifically, in the Regulations, under the 
general heading of farming. Generally, the 
taxpayer engaged in the business of raising 
livestock is taxed as any other taxpayer. 
The Code and the Regulations, however, 
provide for special treatment of gross in- 
come and allowable deductions under pre- 
scribed conditions and circumstances. Code 
Section 117 (j) (1), Regulations 111, Sec- 
tions 29.22 (a) (7), 29.22 (c) (6), 29.23 (a) 
(11), 29.23 (e) (5) and 29.117-7. 

The Revenue Act of 1951 clarified many 
of the controversial points with respect to 
livestock raising. The term “property used 


’ 


livestock 


in trade or business” now includes livestock, 
regardless of age, held by the taxpayer for 
draft, breeding or dairy purposes. Begin- 
ning with January 1, 1951, the taxpayer 
must hold the livestock for 12 or 
months to qualify 
ment. 


more 
for capital-gains treat- 
The holding period begins on the 
date of acquisition, date of birth, purchase, 
gift, etc., not on the date the animal is put 
into use for the prescribed purpose. 
Farming operations and the term “farm” 
embrace the farm and farm operations in 
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the ordinarily accepted sense and include 
livestock, dairy, poultry, fruit and truck 
farms—also, plantations, ranches, groves and 
ail land used for the purpose of carrying 
on farming and related operations. The 
farm may be operated by an individual, a 
partnership, joint venture, fiduciary, or by a 
corporation, either as owner or as tenant 

It is to be noted that the Regulations 
specifically exclude the hobby farm, in the 
following words: “A person cultivating or 
operating a farm for recreation or pleasure, 
the result of which is a continual loss from 
year to year, is not regarded as a farmer.” 
Therefore, it is essential that farming opera 
tions be carried on for the purpose of 
earning a profit. The establishment of bona 
fides with respect to farm operations will 
entitle the farmer to any incurred, 
even though such losses may continue over 
a number of years. 


losses 


For income tax purposes, the farm opera- 
tions are reported under one of three 
optional bases: (1) cash receipts and dis- 
bursements, (2) the accrual method or (3) 
the crop-basis method. 
has adopted 


The taxpayer who 
one of the three available, 
separate accounting methods or bases can 
not change to another basis, unless permis- 
sion is granted by the Commissioner. 

In determining the basis of accounting to 
be used in reporting income and expenses, 
the livestock raiser should carefully con- 
sider the three available bases or methods. 
The adoption of the accrual method will 
require the use of inventories. If inventories 
are used there is a choice of four bases 
of valuation: (1) cost, (2) cost or market, 
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Livestock Raising 


By CHARLES S. LOWRIMORE, CPA 
Wilmington, North Carolina 


whichever is lower, (3) farm-pricing method 
or (4) the unit livestock-pricing method. 
As applied to livestock, the method adopted 
must be applied to all livestock, whether 
purchased or raised on the farm or ranch. 
The principal requirement is consistency. 

The production of calves should be care- 
fully recorded, the bulls and the heifers 
segregated on the records, and each unit be 
readily identifiable by name or number. 
The register should also provide columns 
for the disposition of the recorded identifi- 
cation, that is, “traded,” “sold” or “loss,” 
and in addition, columns for the date of 
birth and for the date of disposition. For 
purposes of accounting and proper income 
reporting it is necessary that calf production 
be separated into two major classes: (1) 
those held for resale and (2) those held for 
breeding, dairy or draft. 

Generally, the accounting and tax prob- 
lems of the cattle raiser are the same as 
those of any other taxpayer; however, some 
special problems arise because of special or 
preferred tax treatment. 

Development expenses incurred in pre- 
paring the lands for productive use until 
the time when the productive stage is 
reached, must be capitalized. The ordinary 
expenses of operating during the time of de- 
velopment may be capitalized if the taxpayer 
so elects (Mimeograph 6030, 1946-2 CB 45). 

The original cost of the herd, plus the 
cost of delivery to the ranch, is capital 
investment. The costs of feeding and caring 
for the herd after it is located on the 
ranch are current operating expenses and 
are deductible. 


Livestock Raising 


Careful consideration should be given to 
the investor’s risk in cattle raising. The 
investment in capital assets, including land, 
buildings, equipment and the herd, should 
be budgeted on a basis of the estimated 
returns. Location of the farm or ranch is 
important in relation to the suppliers’ and 
buyers’ markets. The purchase or leasing 
of property, as the initial cost, is further 
supplemented by capital expenditures for the 
preparing and bringing into production of 
lands and pastures. Expert advice may be 
obtained from the department of agricul- 
ture, federal or state, with respect to the 
adaptibility of locations to the production 
of pastures and feed. Other factors include 
present market prices (which are high), feed- 
ing costs, transportation costs and losses 
from disease or death. A knowledge of the 
cattle-raising business and of good manage- 
ment is most essential. 


The selling price of beef cattle, in this 
period of high taxation, makes the venture 
attractive because of the capital-gains treat- 
ment of sales under the prescribed con- 
ditions, The farmer or rancher who owns a 
beef herd, with good mdnagement, may 
increase his net worth over a period of 
years to a far greater extent than would be 
possible if all gains were taxed as ordi- 
nary income. 

The building up of a beef herd is primarily 
controlled by nature, but the management 
of the herd will determine the extent of 
increase in dollar values. The calf crop 
may run from 65 per cent to 90 per cent. 
3ull calves may be traded for heifer calves 
and in this manner the breeding herd may 
be increased six- or sevenfold, in five years. 
The calves under normal conditions, as an 
average, will gain in weight approximately 
200 to 400 pounds in the six months after 
birth; as a yearling the weight may increase 
to 600 or 700 pounds; as a two-year-old as 
high as 900 pounds; and as a three-year-old 
to as much as 1,000 pounds. This growth 
is capital appreciation and is not taxed until 
the cattle are sold, provided, however, that 
the calves are held for more than 12 months 
after birth, as breeding stock. 


Investment in livestock has the outstand- 
ing advantage of providing management 
with an opportunity to build up a herd and 
to realize income at the minimum tax cost. 
For example: 

(1) To build up the herd in numbers and 
dollar values: 

Trade bull calves for heifer calves, place 
the heifer calves in the breeding herd. No 
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“Property used in trade or business” 
includes livestock, regardless of 

age, held by the taxpayer for draft, 
breeding or dairy purposes. 


gain or loss results until subsequent sale of 
the maturing heifer calves. 

Defer selling of calves and cattle, realiz- 
ing no income. 

Pay operating costs and expenses from 
(a) other income, (b) 
(c) borrowed money. 


funds advanced or 


If the expenses are paid out of other in 
come, from funds advanced or borrowed, 
the advantage arises in the allowable de 
duction and is important in relation to the 
tax rates. 

(2) If funds are not available from other 
sources: 

Sell off the calves at weaning time; this 
results in ordinary income. 


Sell off other cattle held for resale in the 
ordinary course of business; this results in 
ordinary income. 

Under either of the two plans above, sell 
only a sufficient number to produce funds 
for defraying operating costs and expenses. 
If additional funds are needed over and 
above the amount necessary to defray oper- 
ating costs and expenses, select, from the 
breeding herd, those animals whose sale 
will result in capital gains, or losses that 
are fully deductible. 

(3) To realize income: 

Follow number (2) 
whose will 
gains, or fully de- 


under 
cattle 
capital 


suggestions 
above, selling off 
produce only 
ductible losses. 


sale 


In this manner the herd can be built up 
out of tax dollars, and in later years income 
realized at the minimum tax costs, under 
the maximum capital-gains rates. 

To illustrate the importance of the tax 
brackets and rates, and for the purpose of 


Example | 


At the time of weaning the first-year calves, it is decided to 


sell off the entire herd: 


Individual Taxpayer in 
50 Per Cent 60 Per Cent 
Bracket Bracket 


Original herd of 100 heifers, now cows, after 5 per cent loss 


from death, etc., 95 at $200 per head 


75 per cent calf crop, sold as first-year calves at 


time, 75 at $100 per head 


Total selling price of the herd 
Costs of operation 


Locating 100 cattle on range—$18 per head 


$19,000 $19,000 
weaning 


7,500 7,500 


26,500 26,500 





$ 1,800 


Feeding and care for the first year of the 100 


cattle at $6 per head per month 


7,200 


Feeding and care for six additional months to 


time of weaning (cews care for 
100 cattle at $6 per head per month 


Total operating costs 
Less applicable tax rate 


Net operating costs after tax savings 
to the individual 
Original cost of herd—100 at $100 


Total costs before taxes on sale 

26 per cent capital-gains tax on sale of 
the breeding herd of 95 cows 

Tax on ordinary income sale of the calves 
at the applicable tax rates 


TOTAL COSTS 


TOTAL NET GAIN ON SALE 
FEDERAL TAX COSTS 
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$12,600 


16,300 


calves)— 


3,600 


$12,600 


6,300 7,560 


6,300 
10,000 


5,040 
10,000 


15,040 
2,340 2,340 


3,750 4,500 





21,880 


22,390 


OF CATTLE AFTER 


$ 4,110 $ 4,620 
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Example Il 


Funds supplied by the taxpayer 
Purchase of the herd 
Net operating costs after tax savings 
Total investment 


Net gain after tax costs 


Rate of return on investment 


Rate of return per annum on total investment 


Individual Taxpayer in 
50 Per Cent 60 Per Cent 
Bracket Bracket 
$10,000 $10,000 
6,300 5,040 


16,300 


15,040 


$ 4,110 


$ 4,620 


30.71% 
20.47 % 


22.76% 


15.16% 


Total funds supplied by taxpayer after borrowing $6,000 


on the original purchase of the herd 


Adjusted profit after deducting interest cost 


Rate of return on investment 


$10,300 $ 9,040 


$ 3,885 


Rate of return per annum on total investment 


showing how the tax dollars can produce 
minimum tax costs in the raising of cattle, 
Example I is presented 

The selling and purchase prices and the 
amounts used for cost of feed and care are 
estimated, but are based upon an approxi- 
mate national average and are not intended 
to be used as comparatives, with respect to 
any one location. 

It may be »oted that, in the example, no 
provision has been made for depreciation 
on buildings, equipment or the herd. De 
preciation would be a fully 
deductible expense. However, since it was 
not an item requiring actual expenditure of 
cash, the factor was not considered in the 
computation. 


allowable as 


Example I assumes that the 
taxpayer had adequate funds with which to 
finance the purchase of the herd and the 
Assume that the taxpayer had 
borrowed $6,000 or 60 per cent of the funds 


operations. 


necessary to purchase the original herd; at 


the interest rate of 5 per cent, this would 


have entailed an actual cash expense of 


$450 for the 18 months’ period, and would 


Example Ill 


Total income from sale of herd 


Cost of herd and expenses 


Gain 
Federal taxes 


Net gain after tax costs 
Gain on sale of cattle herd after tax costs 


Net Tax Savings 


Livestock Raising 


have cost one taxpayer $225 and the other 
taxpayer $180. The net return on the in- 
vestment is worked out in Example II. 

This would appear to be a very attractive 
quick-turnover investment. It also appears 
that there is a tax advantage in the borrow- 
ing of funds for those persons financing the 
project, who are in tax brackets above the 
50 per cent level. 

Assume that the taxpayers in the above 
examples earned the same amount of in- 
come, all taxable as ordinary income at the 
applicable rates. The tax savings are illus- 
trated in Example ITI. 

4 corporation with powers to operate a 
cattle business may also build up an asset 
that will eventually result in much lower 
tax costs and greater net additions to the 
distributable surplus. The corporation may 
incur and pay the current operating ex- 
penses of the cattle operations, deducting 
amounts from other current income 
and thereby reducing current tax bills. The 
amounts, so expended, are increasing the 
numbers and dollar value of the growing 


such 


Individual Taxpayer in 
50 Per Cent 60 Per Cent 
Bracket sracket 
$26,500 
22,600 
$3,900 
1,950 
1,950 
4,110 


$2,160 





Example IV Corporation 


Excess Profits Credit 
of $50,000 
Net normal and surtax $50,000 $100,000 
Less excess profits credit 50,000 50,000 


Net excess profits income 0 50,000 
Normal and surtax 46,500 
Excess profits tax 15,000 


Total Taxes 20,500 61,500 
NET ADDITION TO SURPLUS (1) $29,500 


Net taxable income as above $50,000 
Less—Cattle operation expenses—see 
prior example 12,600 12,600 
Net taxable income—normal and surtax 37,400 87,400 
Less excess profits credit 50,000 50,000 


Net excess profits income 0 37,400 


Normal and surtax 13,948 39,948 
Excess profits tax 0 11,220 


Total Taxes 13,948 51,168 


NET ADDITION TO SURPLUS (2) 23,452 36,232 
Increment in value of beef-cattle herd at 
year-end 9,000 9,000 
Increment in value of calf crop at year-end 7,500 7,500 
39,952 52,732 
Less tax cost on increment in value of herd 
and calves 
26 per cent of $9,000 cap- 
ital gain $2,340 
52 per cent of 7,500 ordi- 
nary gain 3,900 
30 per cent of ordinary 
gain 


NET ADDITION TO SURPLUS WITH 
BEEF-CATTLE HERD INCREMENT 33,712 
Net addition to surplus on income without 
investment in the beef-cattle herd (1) 29,500 38,500 


NET INCREASE IN SURPLUS AS A RE-_ 
SULT OF $10,000 INVESTMENT IN 
THE BEEF-CATTLE HERD 


$ 5,742 
A ET AS A TLE SS TE ES TN A NT A TS SN 
herd. In Example IV, two situations are investment is in lands, and 15 per cent in 
shown, as net additions to surplus (1) with’ the buildings and equipment, with the re- 
net taxable income excluding the expenses maining 50 per cent in the cattle, the return 
of cattle operations and (2) with net rate would remain very attractive to in- 
taxable income including current operating vestors. The most valuable intangible asset 
costs and expenses of cattle operations. The that the cattle raiser can acquire is a thor- 
unit increment valuations are the same as_ ough knowledge of cattle, their habits, their 
shown in the example for individuals. The health needs, the land productiveness and 
tax costs are computed at corporate rates. general weather conditions in the selected 
The rate of return in Example IV is locations and, in addition, a sound knowl- 
based upon the investment in the herd edge of the beef cattle markets. 
only. However, if 35 per cent of the [The End] 
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Social Club Dues and Expenses 


By RUPERT A. STUART 


7 HE DECISIONS of the courts in tax 
cases are of interest to the professional 
tax advisor who would represent his client 
to the best of his endeavors. Generally, too, 
these decisions affect the tax advisor in his 
individual capacity. 


A question of prime importance, nowa- 
days, is whether fees and expenses for mem- 
bership in clubs are deductible as ordinary 
and necessary business expenses under Sec- 
tion 23 of the Code. The question arises 
because, quite often, valuable business con- 
tacts are established through meeting and 
entertaining prospective clients and further- 
ing the associations with present clients, at 
these places. These dues and expenses often 
amount to a sizeable expenditure in the 
course of a year. 


Simmons and Sachs Cases 


How have the courts treated these ex- 
penses? In the case of Rose L. Simmons, 
a partnership which operated a laundry 
paid the dues of one of the partners in sev- 
eral clubs. These clubs gave all their laundry 
business to the partnership. The member-part- 
ner expected to derive some business benefit 
through association with people at these clubs. 
On these facts it was held that the partnership 
had not discharged the burden of showing 
that the club dues were ordinary and nec- 
essary business expenses. 


Again, in the case of Mary Sachs, the 


deduction of a membership fee in a country 
club was disallowed as an ordinary and 





1 CCH Dec. 17,833(M), 9 TCM 734 (1950). 
2 CCH Dec. 19,159(M), 11 TCM 882 (1952), 


Social Club Dues 


Practical Suggestions for Coping 


with Problems That Arise in 


Connection with These Expenses 


necessary business expense. Some members 
of the club were customers of the owner of 
a women’s and children’s store and she had 
joined the club with the idea that they 
would buy sporting goods at her store. At 
the time she played golf at the club. In deny- 
ing the deduction, it was held that the fee 
was paid “partly for personal reasons and 
partly to acquire good will and in the na- 
ture of a capital expenditure.” 


Hussey Case 


However, in the case of Norman M. Hus- 
sey, the taxpayer received more favorable 
treatment. A lawyer started in business for 
himself and purposely joined a golf club 
to meet persons who might prove helpful 
in promoting his law practice. At the golf 
club he went out of his way to entertain 
various people he met there, hoping that 
by doing so a profitable friendship would 
result. His plan succeeded and he was 
successful in obtaining clients and fees. 
He was allowed to deduct $600 from his 
expenses of $895, the remainder being con- 
sidered expenses of a personal nature. In 
the decision, it was noted that “[b]usiness 
gain was at least the primary objective moti- 
vating the petitioner in most of his enter- 
tainment activities at the club. In this 
respect, his entertainment activities were 
significantly different from those of a busi- 
ness Or professional man who, in the usual 
course of his social life, entertains friends 
primarily for personal reasons, although he 
may be aware of the fact that such friends 


* CCH Dec. 18,790(M), 11 TCM 141 (1952). 
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Mr. Stuart is an attorney and CPA, New Orleans 


might prove valuable in a business way.” 
“We think that this success is persuasive 
evidence that part of the sums spent in en- 
tertaining at the club and for club dues had 
a direct relation to the petitioner’s law prac- 
tice and were not expenditures made pri- 
marily for personal reasons.” 


Johnson and Lee Cases 


Decisions prior to the Simmons case up- 
held taxpayers’ deductions for club dues in 
some factual situations which apparently 
were not as strong, from the taxpayers’ 
viewpoints, as the facts of the Simmons case. 
In one case, deduction of country club dues 
was permitted to a lawyer-taxpayer when 
he showed (1) that prospective clients were 
entertained at the club, (2) that numerous 
profitable contracts were effected at the 
club and (3) that his membership was dis- 
continued when it was no longer profitable.‘ 
Where, in another case, the particular club 
was used both for pleasure and business, a 
percentage of the dues was 
deduction.’ 


The decisions indicate that there is no 
categorical answer to the question of whether 
club dues and expenses are deductible as 
ordinary and nccessary business expenses. 
Each situation must be examined in the light 
of its own facts. It may be noted that, in 
each case, the “business purpose” was 
sought and, therefore, there should be some 
line of demarcation between business, per- 
sonal and capital expenditures. 


allowed as a 


In actual practice, how should such ex- 
penses be handled? Let us assume that we 
have a situation that is factually similar to 
the situation in the Simmons case. Should 
we follow the decision of that case and not 
take the deduction? We are reasonably 





4 Johnson v. U. 8., 42-1 ustrc { 9180, 45 F. Supp 
377, rev’d on other grounds 43-1 ustc { 9404, 135 
F. (2d) 125. 
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certain of one thing: The collectors and 
agents of the Bureau since 1950 most prob- 
ably have followed the Simmons decision 
and have disallowed the deductions in spite 
of the fact that many taxpayers and tax 
advisors may feel strongly that the Simmons 
case was an unjust decision. However, the 
Hussey decision, as explained above, is more 
favorable to the taxpayer. 

In the preparation of our own individual 
returns we, as practicing professional tax 
advisors, may of course be guided by our 
own facts, individual convictions and de- 
sires in the matter. However, in the filing 
of returns for our clients who have social 
club dues as possible deductions, we natu- 
rally have to be more careful in handling 
the matter. For example, client A has 42 
business and belongs to several social clubs 
under facts similar to those in the Stmmons 
case. Naturally the taxpayer would like a 
deduction for social club dues if such de- 
duction is allowable. One may ask: How 
should client A’s tax advisor handle the de- 
duction for club dues in preparing the cur- 
rent tax return? In my opinion, the follow- 
ing procedure should be followed: At the 
time of preparing the return, the tax advisor 
should explain to client A the possibility of 
a disallowance of the club dues expenditure, 
and further, the tax advisor should explain 
that he cannot give a definite answer as to 
what position the local offices of the Bureau 
will take when the return is examined. It 
would be well to point out to client A the 
several possibilities and end results, namely: 

(1) One possibility is not to take the de- 
duction and await more favorable tax deci- 
sions with the thought in mind of filing a 
claim for refund at a future date. While 
this procedure may be followed, it has been 
my experience that a claim for refund re- 





®’ Charles S. Lee, CCH Dec. 15,097(M), 5 TCM 
240 (1946). 
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quires very strong proof in order to secure 
allowance, and, only too often, the claim 
results in the government’s closer examina- 
tion of other items in the return; such other 
items may include deductions of the “bor- 
der line” variety. 

(2) Let us assume that client A is in a 
60 per cent income tax bracket for year 1952 
and subsequent years; further, let us assume 
that his club dues for year 1952 amount to 
$2,000 and that this amount is taken as a 
deduction on the 1952 return. A revenue 
agent may examine the return within three 
years from the date of filing and disallow 
the deduction in full, the resulting deficiency 
being $1,200 for year 1952 together with 
interest on the deficiency at 6 per cent. The 
interest is $216. Is client A’s loss a total 
loss of $1,416? No, not necessarily, since 
client A may deduct the interest (provided 
he itemizes his deductions) from taxable 
income when paid. Since client A is in a 
60 per cent tax bracket we find that the 
interest deduction will be worth $129.60 
taxwise; the net loss is $86.40. Further, it 
should be remembered that the $1,200 tax 
on the club dues would have had to be paid 
for the year 1952 had the deduction not 
been taken. By taking the deduction, client 
A has had the use of his $1,200 for three years. 

(3) Client A, through adequate repre- 
sentation by his tax counsel, or without any 
special representation, might be successful 
in securing a 100 per cent allowance of the 
club dues as a deduction. In tax dollars 
client A would have a saving of $1,200. 

(4) A partial allowance of the $2,000 de- 
duction is always possible, and any allow- 
ance is worth 60 per cent, in tax dollars, of 
the amount allowed. 

Personally I believe that in many situa- 
tions, depending upon the facts involved, it 
is well to take the deduction for club dues 
and risk the possible loss of interest in event 
of total disallowance. However, regard 
less of our personal opinions in the matter, 
it is essential that our clients be sufficiently 
informed with reference to “borderline” 
deductions and be educated to the fact that 
income-tax returns are 
question. 


always subject to 

Probably client A will want the club dues 
deduction taken even though he understands 
that such deduction may be 
The accountant should then prepare the 
return and take the deduction. The deduc- 
tion for social dues is definitely a “border 
line” type of deduction and since client A 
is now fully informed of the possibilities, 


Social Club Dues 


disallowed. 


there should be little danger of the account- 
ant’s relationship with client A being en- 
dangered even if the end result of the 
transaction should prove unfavorable to 
client A. It would be good practice for the 
accountant (at the time of transmitting the 
return to client A) to confirm in writing 
the essential information, given verbally to 
client A, with reference to the club dues 
item being a “borderline” deduction 


Procedures to Be Followed When Dues 
and Incidental Expenses Are Paid 


Are there any procedures which should 
be followed by taxpayers (having deduc- 
tions for various club dues) at the time the 
dues and incidental expenses are paid or 
incurred? Yes, there are. I believe that 
careful handling of these items during the 
taxable year will naturally tend to increase 
the chances of the deductions being allowed. 
The Bureau, as well as the courts, has on nu 
merous occasions required substantial evi- 
dence (that is, of actual use of club(s) for 
business purposes) as a prerequisite to the 
allowance of deductions for club dues. Spe- 
cifically, where the taxpayer legitimately 
utilizes the club(s) for business purposes, I 
would suggest the 


(1) It would be good practice for the 
taxpayer to keep a record (a small pocket 
notebook would be convenient) of the 
names of customers and/or clients as well 
as the names of prospective customers 
and/or clients who are entertained at the 
club(s). Dates of the entertainment and 
incidental costs such as drinks, meals, tips, 
etc., should be included as part of the record 

When statements are received from the 
club(s), listing the various charges, the tax- 
payer should identify the charges by proper 
notations on the statements. 


following procedures: 


(2) When contacts made at the club(s) 
lead to actual customers or clients, appro- 
priate notation should be made in the record 
of the names and approximate dates of the 
making of the acquaintances. This record 
should be maintained regardless of whether 
or not the taxpayer actually entertained or 
spent money on these people. 

(3) Where one or more partners of a 
partnership are members of social clubs and 
where such clubs are actually used for busi- 
ness purposes, it would be good practice for 
the partnership business to make payments 
for the dues and incidental expenses. If 


portions of the expenditures are clearly per- 
sonal in nature, a proration or distribution 
of the charges should be made at the time the 
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entries are made on the partnership books. 
For example, partner A belongs to the X 
Country Club and the annual dues are 
$500. Partner A’s wife uses the club for 
personal use and her use of the club is 
about equal to that of her husband, who 
utilizes the club strictly for business pur- 
poses (entertaining of clients, etc.). The 


entry on the partnership books should then 
charge dues expense for one half of $500, or 
$250—the remainder being charged to partner 
A’s personal or drawing account. In my opin- 
ion, it is very important that taxpayers make 


OPERATION RED INK 


The nation went deeper into debt 
in fiscal 1952. The federal, state and 
local governments all frequently dipped 
their pens in red ink as indebtedness 
rose nearly $6.5 billion. 

Dipping most often was the federal 
government, whose public debt in- 
creased $3.9 billion from $255.2 to 
$259.1 billion. Outstanding debt of 
state and local governments increased 
nearly $2.6 billion. Local govern- 
ments increased their indebtedness 
from $20.7 billion to $22.6 billion 
within the 12-month period; state 
governments raised the amount they 
owe from $6.4 billion to $7.0 billion. 

Total governmental debt on June 
30, 1952, therefore, said the Depart- 
ment of Commerce in its December 
bulletin on “Governmental Debt in 
1952” was $288.7 billion as compared 
with $282.3 billion a year earlier. 

An individual’s share of this debt 
amounts to $1,839. To the $1,651 
share that he has in the federal debt 
is added $144 and $45 in the local 
and state obligations, respectively. 

A study of the debt trends shows 
that the federal debt arose sharply 
during World War II from $43.0 bil- 
lion in 1940 to a peak of $269.4 billion 
in 1946, which was $10.2 billion above 
its June, 1952 level. Indebtedness of 
state and local governments, on the 
other hand, declined during the war 
from $20.2 billion in 1940 to $15.9 bil- 
lion in 1946. Following the war, state 
and local indebtedness increased sharply, 
nearly doubling itself by June, 1952, 
when it reached $29.6 billion. State 
debt showed the biggest percentage 
increase, going from $2.4 billion to 
$7.0 billion from 1946 to 1952. Local 
debt in that time increased from $16.7 
billion to $22.6 billion. 
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proper distributions of charges of this na- 
ture, and I am convinced that much contro- 
versy with government income tax examiners 
could be avoided by good faith handling of 
transactions and the maintenance of proper 
records. 

(4) Where an officer of a corporation or 
employee of a business is required to be- 
long to a social club or clubs, without 
reimbursement by the employer, the employ- 
ment agreement should clearly state that 
such club(s) membership is actually required 
by the employer. [The End] 


The report stated that every major 
type of local government has shared 
in the postwar increase in outstand- 
ing debt. 

While your per capita share of the 
federal debt is fairly well fixed no 
matter what part of the country you 
live in, and figures as to your per 
capita share of the debt in various 
local governments would be almost 
impossible to give, the Commerce 
publication did provide figures on the 
per capita share of the debt in the 
various states. If you live in Dela- 
ware, where the per capita debt is 
$282.56, and you’re planning on moving, 
you might try Nebraska, where the per 
capita debt was only 61 cents. Listed 
below are the per capita debts of the 
various states as of June 30, 1952: 


Ala. $ 23.90 Neb. $ 661 
Ariz. 401 Nev. 5.18 
Ark. 68.26 N. H. 49.21 
Calif. "<a ey 68.31 
Colo. . 11.99 N. Mex. 14.96 
Conn. ... 114.19 N. Y. 67.40 
Del. 256. NH. C..... G3 
Fla. 24.01 N. Dak. 57.25 
Ga. 5.94 Ohio 20.49 
Ida. . 2.79 Okla. 59.90 
ei Vicks See | ee: 74.82 
Ind. “a3i.. Pa’... 84.77 
Ia, oR a a 65.37 
Kan. a a, a 59.27 
Ky. 3.79 S. Dak. 32.65 
a. eee eee. 30.22 
Me. 29.83 Tex. . 11.76 
Md. 84.17 Utah 2.01 
Mass. ... 84.95 Vt. 13.40 
Mich. . 53.64 Va. 11.08 
Minn. 40.26 Wash. 97.26 
Miss. 33.92 W. Va. 123.08 
Mo. .. 6.45 Wis. 1.45 
Mont. 76.29 Wyo. 15.11 
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| A Tax Classic 


U.S. v. Constantine 


By ROBERT S. HOLZMAN 


ya cad can a guy think and hit at the 
same time?”’* asked Yogi Berra, who 
achieved success by devoting his talents to 
the latter activity. By the same token, how 
can the Commissioner of Internal Revenue 
collect taxes and enforce other types of 
legislation at the same time? “[Nle supra 
crepidam sutor judicaret’*—let the cobbler 
stick to his last. 

Gus Constantine, in 1934, operated a res- 
taurant in Birmingham, Alabama, where 
he also carried on a modest liquor business, 
state and city laws to the contrary not- 
withstanding. Thither went the Commis- 
sioner one day and put his figurative foot 
down on the symbolic brass rail. I see that 
you have a $25 federal tax stamp, observed 
the official after he had scanned the place 
through the bottom of his glass; that’s not 
the proper stamp, for you should have paid 
the $1,000 federal tax that is applicable to 
all persons selling hooch contrary to their 
state laws. I don’t pay you for violations 
of state law, replied Constantine aggres- 
sively; that’s something I take care of with 
the local boys after my own fashion. By 
law all federal taxes go to me, persisted the 
Commissioner as he speared another pretzel. 
This is not a tax but a penalty imposed in 
addition to the state criminal law, Constan- 
tine argued, and, hence, is a regulation 
beyond the limits of federal power. What 
is named and exacted as a tax cannot be 
converted into a penalty, ruled the Commis- 
sioner, merely because the main purpose 
and effect of its imposition is to act as a 
deterrent. 


On December 9, 1935, Mr. Justice Roberts 
delivered the opinion of the Supreme Court: * 
“If the imposts under R. S. 3244 were 
fixed in amount in accordance with the 
importance of the business or supposed 





1 Arthur Daley, ‘‘Sports of The Times,’’ New 
York Times. March 2, 1952. 

2 Pliny the Elder, Naturalis Historiae (Rotter- 
dam, Lugd. Batav., 1669), Vol. VI, p. 582. 
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ability to pay, the exaction in question is 
highly exorbitant. This fact points in the 
direction of a penalty rather than a tax. 


“The condition of the imposition is the 
commission of a crime. This, together with 
the amount of the tax, is again significant of 
penal and prohibitory intent rather than 
the gathering of revenue. Where, in addi- 
tion to the normal and ordinary tax fixed by 
law, an additional sum is to be collected 
by reason of conduct of the taxpayer viola- 
tive of the law, and this additional sum is 
grossly disproportionate to the amount of 
the normal tax, the conclusion must be that 
the purpose is to impose a penalty as a de- 
terrent and punishment of unlawful conduct. 


“W E conclude that the indicia which the 
section exhibits of an intent to pro- 
hibit and to punish violations of State law 
as such are too strong to be disregarded, re- 
move all semblance of a revenue act and 
stamp the sub it exacts as a penalty. In 
this view the statute is a clear invasion of 
the police power, inherent in the States, 
reserved from the grant of powers to the 
federal government by the Constitution. 


“We think the suggestion has never been 
made—certainly never entertained by this 
Court—that the United States may impose 
cumulative penalties above and beyond those 
specified by State law for infractions of the 
State’s criminal code by its own citizens. 
The affirmation of such a proposition would 
obliterate the distinction between the dele- 
gated powers of the federal government and 
those reserved to the States and to their 
citizens. The implications from a decision 
sustaining such an imposition would be 
startling. The concession of such a power 
would open the door to unlimited regulation 
of matters of State concern by federal au- 


*U. 8. v. Constantine, 36-1 ustc § 9009, 296 
U. S. 287. 





thority. The regulation of the conduct of 
its own citizens belong to the State, not to 
the United States. The right to impose 
sanctions for violations of the States’ laws 
inheres in the body of its citizens speaking 
through their representatives. So far as the 
reservations of the Tenth Amendment was 
qualified by the adoption of the Eighteenth 
the qualification has been abolished. 

“Reference was made in the argument to 
decisions of this Court holding that where 
the power to tax is conceded the motive 
for the may not be questioned 
These are without relevance to the present 
case. that the exaction 
a tax but a penalty 
imposed in addition to any of the State may 
decree for the violation of a State law. The 
cases cited dealt with taxes concededly 
within the realm of the federal power of 
taxation. They are not authority where, as 
in the present instance, under the guise of a 
taxing act the purpose is to usurp the po 
lice powers of the State.” 


exaction 


The point here is 


is in no proper sense 


T HE federal tax on distilled spirits‘ that 
were diverted to beverage purposes was 
held to be a tax and not a penalty, despite 
the fact the gallonage rate was $2.20 for non- 
beverage purposes and $6.40 for beverage. 

“The right of distilled 
spirits is unquestioned and the amount of 
the tax is solely a matter for | :gislative ac- 
tion. Thus, it will be seen that the 
bare amount of the tax is not the test of 
a punitive purpose, and that when Congress 
provides a civil procedure for the collection 
of an additional tax, that fact indicates 
clearly that it intended a civil and not a 
criminal sanction. The comparative amount 
of the tax was considered in determining 
the nature of the imposition in the majority 
opinion in the case of United States v. Con- 
stantine, supra, But the majority opinion in 
that case turned mainly on the point that 
Congress was punishing a violation of a 
state law and that Congress did not have 


to do this "s 


Congre ss to tax 


the power 

The fact that Congress exacts a payment 
from an illegal business does not create the 
inference that this exaction thus is a penalty 
and not a tax. Said Mr. Justice Roberts: 

“The difficulty of paying the excise upon 
the privilege of carrying on a business which 


is prohibited does not preclude the prescrip- 
tion of sanctions for non-payment. Peti 
tioners insist that it is a contradiction in 
terms to say the laws of the United States 
at the same time prohibit and license an 
occupation. The contention is based on 
misconception of the nature of the exaction. 
The United States has not licensed the 
business but, as is clearly within its power, 
has laid an excise upon the doing of the 
business whether lawfully or unlawfully 
conducted,”* and the Constantine case was 
cited as authority. 

A reason for holding that the Agricultural 
Adjustment Act was unconstitutional was 
the fact that the processing and floor taxes 
imposed by this law were a mere incident 
to governmental regulation. Once more it 
was Mr. Justice Roberts who developed the 
rationale of the Constantine case: 

“The power of taxation, which is ex 
pressly granted, may, of course, be adopted 
as a means to carry into operation another 
power also expressly granted. But resort 
to the taxing power to effectuate an end 
which is not legitimate 
inadmissible . . . . In United States v 
Constantine . . . we declared that Con- 
gress could not, in the guise of a tax, im- 
pose sanctions for violation of state law 
respecting the local sale of liquor. [Such] 
decisions demonstrate that Congress could 
not, under the pretext of raising revenue, 
lay a tax on processors who refuse to pay 
a certain price for cotton and exempt those 
who agree so to do, with the purpose of 
benefitting producers.” * 

After the Agricultural Adjustment Act 
was declared unconstitutional, the govern 
ment imposed a windfall tax, based upon 
moneys received by a processor that were 
net turned over to customers previously 
charged. A processor claimed that this 
was an exaction in the nature of a penalty 
inflicted upon those who successfully had 
resisted the provisions of the 
lamented “Triple A.” A district 
agreed: 


is obviously 


late un- 
court dis- 


“In the case of United States v. Constantine, 
supra, the Act in question was held invalid 
because it exacted a penalty in the nature 
of a tax for the violation of a state law, and 
as such, it was beyond the limits of federal 
power and was an invasion of the police 





4 Whiskey frequently is deemed to be a tax 
problem sui generis. In an Associated Press dis- 
patch dated April 10, 1952, Circuit Judge W. B. 
Ardery is quoted as saying: 

‘This court does not believe a barrel of 
whiskey can be legally equalized with a baby 
carriage."’ 


74 January, 1953 ®@ 


5U. 8. v. U. 8. Industrial Alcohol Company, 
39-1 ustc 7 9428, 103 F. (2d) 97 (CCA-4). 

* Wainer v. U. 8., 36-2 ustc § 9515, 299 U. S. 92 

7™U. 8S. v. Butler, 36-1 ustc § 9039, 297 U. S. 1 
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inherent in the state. The chal- 
lenged Act . is not an attempt to compel 
a processor to do or to refrain from doing 
a certain thing or be subject to a tax. 

it is an attempt to tax an income received 
by a processor separate and apart from the 
regular income which he would receive in 
the normal his tks 


powers 


course of business.’ 
A meat processor sought injunctive relief 
from the 80 per cent windfall tax, 
purpose “an attempt to collect what 
the Supreme Court has held to be illegal 
” A district court found that “if the 
furnishes a legal remedy, then that 
statute which prohibits suit to restrain the 
assessment and collection of taxes is of 
ative.... When, under the guise of taxing, 
Congress attempts to penalize for alleged 
illegal conduct, the rule ceases, and injunc- 
tion will lie .... U. S. uv. Constantine 
[But] We cannot assume that the 
collector of taxes will require it to pay what 
it does not owe A restraining order 
is refused.” ® 


as its 
was 


act 


Injunctive relief was denied also where 
other remedies were available: 

“The due process clause of [the Fifth] 
amendment is not a imitation upon the 
taxing the Congress except in 
what the Supreme Court has called ‘rare 
and special instances.’ 


power of 


. These instances 
involve cases where the tax is ‘so arbitrary 
and capricious as to cause it to fall’ before 
that clause. Tax statutes have 
nullified, as within this clause, when 
they were, in effect, a fine or penalty im- 
posed summarily United States vw. 
Constantine [But] Here the tax is clearly 
a tas.”* 


been 


N holding that the federal unemployment 
insurance tax was valid despite a claim 
of coercion, Mr. Justice Cardozo declared: 


“Who then is covered through the oper- 


ation of this statute? Not the taxpayer 
He pays in fulfillment of the mandate of the 
local legislature. Not the state. It is 
one thing to impose a tax dependent upon 
the conduct of the taxpayers, or of the state 
in which they live, where the conduct to be 
stimulated or discouraged is unrelated to 
the fiscal need subserved by the tax in its 
normal operation, or to 
legitimately national. 

v. Constantine 


any other end 
Cf. United States 
It is quite another to say 


that a tax will be abated upon the doing of 
an act that will satisfy the fiscal need, the 
tax and the alternative being approximate 
equivalents.” ™ 

In a bankruptcy matter, the federal gov- 
ernment could not claim as a debt the full 
federal unemployment insurance tax with- 
out the 90 per cent credit ordinarily allowed 
for payments to state unemployment insur- 
ance funds, the demand being deemed a 
penalty: 

“It is difficult to set forth in words the 
elements of a penalty, and dictionary defini- 
tions are of little assistance As 
contrasted with a tax, it has an essentially 
different aim, its primary purpose being to 
regulate conduct rather than to produce 
revenue, whereas with a tax the former 
purpose is only incidental If the 
trustee had paid the state unemployment 
insurance taxes on or before April 1, 1938, 
the federal tax claim would have been 2 
per cent of the gross wages paid by the 
debtor during 1937; if paid on April 2, 2 
per cent or ten times as much. Under the 
circumstances, the additional exaction of 
1.8 per cent has the characteristics of a 
penalty, no matter by what name it may be 
called. Cf. United States v. Constantine 

12 

In holding that the federal tax on wager- 
ing is unconstitutional, a district court 
stated that “the legislation goes much 
further than a piece of taxing legislation. 
.. . But it seems to us that the case which 
most clearly reveals the silver thread of 
truth as contained in the decisions is to be 
found in the case of United States v. Con- 
stantine . . Today, the simplicity of our 
former way of life has largely disappeared. 
Our economic enterprises are myriad. While 
the desire to curb the underworld activities 
is a wholesome tribute to our fundamental 
aspirations, if the fundamental principles 
claimed by the federal government in this 
particular case were given the _ highest 
Judicial approval, future acts of Govern- 
ment in a field not so free from improper 
motives would enable the Central Govern- 
ment to regulate our lives from the cradle 
to the grave. The remedy would be far 
worse than the disease.” ™ 

But in reaching the opposite conclusion 
upon identical facts, another district court 
declared: 





8 Kingan & Company, Inc. v. Smith, 36-2 usr 
{ 9551, 17 F. Supp. 217 (DC Ind.). 

* Pinkney Packing Company v. Thomas, 37-1 
ustc § 9020, 17 F. Supp. 420 (DC Tex.). 

% Union Packing Company v. Rogan, 37-1 ustc 
{ 9075, 17 F. Supp. 934 (DC Calif.). 


U. S. v. Constantine 


1 Steward Machine Company v. Davis, 301 
U. S. 548 (1937). 

2 In re Standard Composition Company, 23 F. 
Supp. 391 (DC Mich., 1938). 

%’U. 8. v. Kahriger, 52-1 ustc § 9309, 105 F. 
Supp. 322 (DC Pa.). 
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“The decision of Judge Welsh of the 
Eastern District of Pennsylvania is cited by 
defendant . . Judge Welsh appears to 
rely primarily upon the reasoning of U. S. v. 
Constantine . But, as pointed out the 
next year, 1936, by the Supreme Court in 
Sonzinsky v. U. S . the subject on the 
tax in Constantine was ‘described or treated 
as criminal by the taxing statute.’ The tax 
there was upon liquor dealers who carried 
on a business contrary to state or local law. 
The wagering statutes here apply to all 
engaged in receiving wagers, whether such 
activity is forbidden by state or local law 
or not. In my opinion, the Congress 
had the power to enact these statutes. That 
is the limit of the judicial inquiry.” * 

Other district courts upheld the validity of 
the federal tax upon wagering.” Consequently 
it would appear that the biggest gamble 
about the gambling tax is the federal district 
court in which the case is tried. 

A taxpayer had been convicted of dealing 
in firearms without payment of the excise 
tax imposed by the National Firearms Act. 
“The case,” said Mr. Justice Stone, “is not 
one where the statute contains regulatory 


provisions related to a purported tax in 
such a way as has enabled this Court to 
say in other cases that the latter is a 
penalty resorted to as a means of enforcing 
the regulations. Nor is it the subject 
of the tax described or treated as criminal 
by the taxing statute. Compare United States 
v. Constantine .... Every tax is in some 
measure regulatory. To some extent it 
interposes an economic impediment to the 
activity taxed as compared with others not 
taxed. But a tax is not any the less a tax 
because it has a regulatory effect 

As it is not attended by an offensive regula- 
tion, and since it operates as a tax, it is 
within the national taxing power.” ” 

If, under the Con-tantine decision, tax col- 
lectors can’t do anything but collect taxes, 
the officials by this intensive specialization 
should become even more proficient. In the 
relatively taxless days that were needed to 
produce a great humorist, Mark Twain 
posed this question: “What is the difference 
between a taxidermist and a tax collector? 
The taxidermist takes only your skin.” ” 
How much more proficient (even with 
specialization) can a collector get? 


{The End] 


LAW MILLS GRINDING IN MASSACHUSETTS 


In Massachusetts, bills to be con- 
sidered by the 1953 legislature may be 
placed on the agenda before the session 
begins. Following is a selection of 
some of the more interesting tax 
measures that have been proposed: 


Cigarette Tax Hike.—Another penny 
would be added to the present five 
cents collected on each package of 
cigarettes by H. B. 285. Where there’s 
smoke there’s fire—salesmen em- 
ployed by cigarette licensees would 
themselves be 
by H. B. 40 


Head Tax.—A head tax equal to 
each resident’s share of amounts ex 
pended for old-age assistance for which 
cities and towns receive neither fed- 
eral grants nor reimbursement from 
the state would be imposed on every- 


one over 20 by H. B. 25. 

Boats and Planes.—An excise tax 
on aircraft and boats, comparable to 
the excise on motor vehicles and 
trailers, would be imposed by H. B. 35. 


licensed at $5 a year 


“U. 8. v. Nadler, 52-2 usre § 9405 (DC Calif.). 
“™U. 8. v. Robinson, 52-2 vusrc § 9431 (DC 


Mich.); U. 8. v. Smith, 52-2 usrc § 9389 (DC 
Calif.). 
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Income Tax.—The tax rate on in- 
come derived from annuities, profes- 
sions, businesses, employment or trade 


would be doubled to 3 per cent by 
H. B. 56. 


Alcoholic Beverage Tax Reduction. 
—Admitting that alcoholic beverage 
taxes are “the first of the tax laws to 
show the correctness of the economic 
principle of diminishing returns,” the 
Commissioner of Corporations and 
Taxation proposes replacement of a 
complicated tax structure which has 
surtaxes on surtaxes with a 
schedule of lower rates. H. B. 68 


new 


Tax Repeals.—The 1 per cent sur- 
tax on income from professions, trades, 
employment and business, levied for 
1951 and 1952, would not be 
on 1952 income. S. B. 66. 


The excise tax on deposits in sav- 


levied 


ings banks and savings departments 
of trust companies would be repealed 


by H. B. 291. 


% Sonzinsky v. U. 8., 37-1 
U. S. 506. 

* Samuel Clemens, Mark Twain’s Notebook 
(New York, Harper & Brothers, 1935), p. 379. 
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Books 


What Makes the Business World 
Go Round 


The Development of Economic Thought. 
Edited by Henry William Spiegel. John 
Wiley & Sons., Inc., 440 Fourth Avenue, 
New York 16, New York. 1952. 811 pages. 
$6.50 


First, men acted. Later, other men specu- 
lated on the motives which caused men to 
act as they did in business. Then other 
generations of men, influenced by the theory 
that had been developed so far, acted in 
accordance with their 
theory. This step-by-step process has been 
repeated over the centuries—from Neolithic 
barbarism to Trumanism and from caveat 
emptor to Give the Lady What She Wants. 
Each successive generation added experi- 
ence until it became possible to classify the 
divergent theories into what might loosely 
be termed “schools of thought.” Mr. Spiegel 
is interested in tracing the development of 
economic thought from Plato to the mod- 
erns. He has searched through history for 
discussions by one economist of another’s 
views. For instance, you will find Tawney 
discussing medieval thought and, at another 
time, the Webbs; you will find a Smith and 
Marx dissertation on the Physicocrats, and 
Marx, in turn, being discussed by Veblen. 

The editor has classified the great econ- 
omists not so much as to time as to the 
particular school of thought to which they 
subscribed. His beginning group is called 
The Pioneers 
find Aristole’s of the economic 
views of Plato and pertinent excerpts of 
the views of such economists as Tawney, 
Heckscher, Jevons, Cantillon, Einaudi and 
Galiana. Spiegel’s next group is called The 


In this category, you will 
discussion 





States from Commerce Clearing House, Inc., 


Books 


interpretation of the 


Of 
interest 
to the Tax Man 


Classicists. Here you will meet such famil- 
iar names as Smith, Malthus, Mill, Bentham 
and others. Another group, classified under 
the heading of Reformers, includes Sismodi, 
Ricardian Socialists, Marx and the Webbs. 
The author’s next group of writers contains 
those whom he classifies under the term 
Institutional Approach—modern authors 
such as Perlman, who expounds on Com- 
mons. Those who deal with marginalism 
are in the next group, and those whom 
Spiegel calls The Moderns are in the last 
classification. 

This book furnishes a good collection of 
essays On economics—essays which can 
well serve the-reader whether he is pursu- 
ing a course in economics or is using the 
book for off-time reading. For either pur- 
pose it will provide well-directed orientation 
in this not too easily understood field. The 
40 economists the editor has picked from 
history to illustrate the development of 
economic thought seem adequate in num- 
ber and sufficient in weight for his purposes. 

William Henry Spiegel is now professor 
of economics at the Catholic University of 
America. He has taught at the University 
of Wisconsin, Duquesne University, Michi- 


gan State College and John Hopkins Uni- 
versity. 


Canada Has Hidden Taxes, Too 


Canadian Sales and Excise Tax Guide. CCH 
Canadian Limited, 1200 Lawrence Avenue 
W., Toronto 10, Ontario, Canada.* Third 
edition, 1952. 248 pages. $2. 

Here, in booklet form, is a complete 
and accurate guide to the answers to sales 
and excise tax problems. These “hidden” 
taxes will be collected upon almost every 
manufactured and imported article and con- 


214 North Michigan Avenue, Chicago 1, Illinois, 
at $2 in United States dollars. 
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stitute one of the largest items of expense 
for the average business. 

The booklet contains simple, factual state- 
ments of conclusions based upon the Excise 
Tax Act, The Excise Act, Departmental 
regulations, circular letters, bulletins, rul- 
ings and court decisions. An appendix con- 
tains the full text of the Excise Act 
and Department circular letters. 


Tax 


Tax Compendium 


Canadian Master Tax Guide 
dian Limited, 1200 Lawrence 
Toronto 10, Ontario, Canada.* 
tion, 1952. 311 pages. $3. 


Instead of wading through all of the court 
and administrative decisions, the regula- 
tions, rulings and directives, one can look 
up a subject in this book and find the rele- 
vant interpretation and construction of the 
existing law as it bears on the subject. 


CCH Cana- 
Avenue W., 
Eighth edi- 


The conclusions presented are the final 
conclusions of the Supreme Court of Canada, 
the Exchequer Court, the Income Tax Ap- 
peal Board, or of final administrative con- 
struction. The arrangement of the income 
tax section follows closely the arrangement 
of the Income Tax Act itself 


A Plan by Which to Live and Die 


Life Insurance and Estate Tax Planning. 
William J. Bowe. Vanderbilt University 
Press, Nashville 4, Tennessee. 1952. 109 
pages. $2.75. 

Just about two years ago, in reviewing 
the earlier edition of this book, we stated: 
“*Peculiar unto themselves’ are the rules 
regulating the estate taxation of life insur- 
ance. The need for Professor Bowe’s book 
is evident for this reason and for the reason 
that the methods by which life insurance— 
often the greatest single asset in an estate— 
can be used to solve problems are almost 
numberless and yet are often neglected. 
With a background of fifteen years of in- 
tegrating life insurance programs into the 
estate plans of many of the country’s wealth- 
iest individuals, the author clearly, in nontech- 
nical language, discusses the law, regulations 
and court decisions concerning it. Ex- 
amples of what not to do, mistakes made 
by men with just a ‘little tax knowledge’ 
and great ambitions to reduce or avoid 
estate taxes, are categorized in his chapter 
on “Types of Planning, Good and Bad’. 
With actual cases he illustrates the errors 


that can lead to subjecting proceeds to 
income tax, to gift tax, to additional income 
tax or to gift without income or estate tax 


benefit.” 


That paragraph still holds true and now 
we need only tell you how the November, 
1952 revision differs from the original book. 
For one thing, an article on the income tax 
treatment of life insurance proceeds has 
been added, thus bringing under one cover 
a discussion of the fundamental rules of 
federal income and gift taxation affecting 
life insurance. What the first book con- 
tained on the subject of corporate owner- 
ship of insurance has been greatly revised 
as has business life insurance, which now 
includes comments on stock redemption 
agreements and survival-purchase agree- 
ments. In addition, the text—where needed 
—has been brought up-to-date. 


A Tax Need Is Satisfied 


Cases and Materials on State 
Taxation. Jerome R. Hellerstein. 
Hall, 70 Fifth Avenue, New 
York. 1952. 871 pages. $9.75. 

Most tax men obtain their knowledge of 
state taxes by meeting the problems in 
actual practice, since it is but seldom that 
the subject of state and local taxes is sepa- 
rately treated in the schools. Recognizing 
the need for such a course, the author, a 
member of the New York Bar and assistant 
professor of law at New York University 
School of Law, has prepared a case book 
which will enable students to grasp the 
fundamentals of a difficult subject. 


and Local 
Prentice- 


York, New 


The book is prepared for use in both 
national and local law schools. Sales taxa- 
tion, stamp and mortgage taxes, due proc- 
ess restrictions, personal inconie taxes and 
real and personal property taxes are but 
some of the topics which the author treats 
in an able and scholarly manner. Federal 
constitutional problems do not receive too 
much attention, except as they bear on local 
taxes, since they are generally covered in 
other courses. The book is made more 
interesting by the fact that the examples 
and problems,are not abstruse but are those 
which arise every day. 


Forms 


Illinois Estate Planning and Drafting of 
Wills and Trusts. W.D. Rollison. Matthew 
Bender & Company, 253 Orange Street, Al- 
bany 1, New York. 1952. 937 pages. $18.50. 








~* This book may be obtained in the United 
States from Commerce Clearing House, Inc., 
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The purpose of this book is to assist the 
attorney in the planning and preparation of 
instruments used in estate planning. Ex- 
cerpts from wills, trusts and other instru- 
ments are used extensively to illustrate 
adjudicated clauses. The cases cited are 
mainly Illinois cases; those cases cited from 
other jurisdictions have been recognized by 
the Illinois courts. 


Law in Action 


1951 Annual Survey of American Law 
Edited by William Tucker Dean, Jr. Pren- 
tice-Hall, 70 Fifth Avenue, New York 11, 
New York. 1952. 995 pages. 

This is an annual publication of the New 
York University School of Law. It is a 
symposium, of a sort, in which the field of 
law is divided into several (in this case five) 
major categories and a number of well- 
known experts are asked to contribute ar- 
ticles which have as their theme a surve) 
of progress in that particular category dur- 
ing the past year. The survey has been 
published continuously since 1942 and these 
volumes are undoubtedly a valuable con- 
tribution to legal bibliography. 


Dealing with the City? 


The Law of Municipal Contracts with An- 
notated Model Forms. Charles S. Rhyne. 
National Institute of Municipal Law Off- 
cers, 730 Jackson Place N. W., Washington, 
D. C. 1952. 192 pages. $7.50. 


This volume is the first of its kind in this 
field. It is a practical handbook on munici- 
pal contract law with model forms, and is 
suitable for the use of both municipal 
attorneys and municipal purchasing agents. 


Business Law Textbook 


Law in Its Application to Business. Wil- 
liam H. Schrampfer. Rinehart & Company, 
Inc., 232 Madison Avenue, New York 16, 
New York. Revised edition, 1952. 1,093 
$7.50. 

This book is divided into seven divisions: 
contracts, negotiable instruments, 
personal property, real property, business 
organizations, and suretyship and insurance. 


pages. 


agency, 


The author’s method of organization is 
to make a general statement regarding 
principles and follow it with selected cases 
illustrative of the principles discussed in the 
text. The case digests give a rather full 
treatment to the facts involved. The digests 
are followed by a list of review questions 
and a list of problems for discussion. The 
problems are very useful in stimulating the 
student’s thinking regarding the application 
of law principles to additional fact situations 


The author is professor of industrial eco- 
nomics at Iowa State College. 


Experience Study on Pensions 


Pension Plan Policies and Practices. Michael 
Puchek. New York State School of Indus- 
trial and Labor Relations, Cornell University, 
Ithaca, New York. 1952. 62 pages. 


The author takes a small corner of the 
national pension picture and blows it up to 
lifesize. Eleven pension plans of firms in 
upstate New York were studied. The 
analysis of both the theory and practical 
application of the plans makes this booklet 
valuable. Staying away from generalizations 
on the subject, it nevertheless provides a 
clear look at the whole field. 


TAX SAVING PRACTICES OF ARTISTS AND ENTERTAINERS— 
Continued from page 30 


It is well 


interest is 


established that a partnership 
separate and distinct from the 
partnership assets and a sale thereof results 
in a capital gain.” 


CONCLUSION 


We can be assured that the entertainers 
and their tax counsellors will zealously 
continue to adapt their activities not only 
to the tried and true, but also to new tax 


avoidance plans. As Professor Rudick 


succinctly put it: 


So 


“Taxes and tax avoidance were probably 
born twins, and are likely to continue their 
joint existence until the millennium of a 
taxless world. Avoidance is hydraheaded 
and, as the tax gatherers, aided by the 
Supreme Court, discover and cut off one 
escape contrivance, the taxpayer rears up 


with another.” ® [The End] 





“G. C. M. 26379, 19501 CB 58, revoking 
G. C. M. 10092, X-1 CB 114. 


Books 


# Rudick, ‘“‘The Problems of Personal Income 
Tax Avoidance,”’ 7 Law and Contemporary Prob- 
lems 243 (1940). 
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Articles 


Redemption of Stock to Pay Taxes 


“How to Hold Your Own," by Miriam 
1. R. Eolis. New York Certified Public 
Accountant, November, 1952. 


The author is a certified public account- 
ant and is also a member of the New 
York bar. 


Under a challenging title, the author dis- 
cusses the impact of tax laws on one’s estate. 
The following subjects fall naturally into 
the discussion: inter-vivos family gifts, inter- 
vivos charitable gifts and minimizing income 
taxes, a topic which is subdivided into taxa- 
tion of estate in 
separate 


process of administration, 
trusts, distributions 
in kind and the joint income tax return for 
decedent and surviving spouse. Under an- 
other main division of the article—minimiz- 
ing estate taxes—the author discusses the 
marital deduction, charitable gifts, charitable 
foundations and relief under Code Section 
115 (g) (3). 
of the article 
quences of redemption of 
payment of taxes: 


testamentary 


The following is that portion 
dealing with the tax conse- 
stock for the 


One of the greatest problems of most of 
the present-day estates is the maintenance 
of liquidity to meet the impact of heavy 
estate taxes. Where foundations are not 
used as a palliative, and stock holdings are 
the principal asset of the estate, part of the 
stock is frequently redeemed to pay the 
taxes. However, where such redemptions 
are considered dividends, the income tax 
may well absorb most of the estate. In the 
1950 Revenue Act, relief therefore was af- 
forded estates under Section 115 (g) (3) of 
the Internal Revenue Code. Under this sec- 
tion distributions in cancellation or redemp- 
tion of stock to pay death taxes are not 
taxed as a dividend where the value of the 
stock in the gross estate is in excess of 35 
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per cent of the gross estate. The section 
applies to distributions made after October 
20, 1951. In the case of distributions after 
September 23, 1950, and before October 20, 
1951, the applicable percentage was 50 per 
cent of the net estate. The executor or 
distributee may surrender for redemption, 
stock in the corporation sufficient to pay 
that portion of the tax allocable to the 
distributee entitled to the stock. The cost 
basis for determining gain or loss on re- 
demption is the date-of-death value, not the 
decedent’s original cost. The redemption 
must be made within three years and 90 
days from the date of filing of the return. 

The 35 per cent limitation, while a relief 
provision, does not go far enough. It works 
hardships in many estates without reason. 
For example, unexpected inclusions in es- 
tates may disqualify an estate for relief. 
Gifts held to be in contemplation of death, 
marked variations in valuations, and remote 
reversionary interests may make it almost 
impossible for a testator to plan liquidity 
of his estate. Hardship may be worked also 
in a situation where decedent has holdings 
in many different corporations because of 
the peculiar nature of his business. For 
example, the principal owner of a chain-store 
outfit which has a separate corporation for 
each store might have 20 corporations all 
related, but no one of which comprises 35 
per cent of the gross estate. The statute 
was never intended to penalize such situa- 
tions. Little revenue would actually be lost 
if the percentage limitation were completely 
eliminated, and certainly 
would be achieved 


greater equity 

Although Section 115 (g) (3) has been in 
effect since 1950, no conforming regulations 
have been promulgated. A few weeks ago 
however, regulations were finally proposed. 
The regulations indicate that the applicable 
percentage applies to all the stock both 
common and preferred held in any one cor- 
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poration. For 
$100,000 of 


example, if decedent owned 

common stock and $50,000 of 
stock in the same corporation, 
and left total gross estate of $300,000, 


Sec tion ( 


preferred 


g) (3) would apply because 
the ratio of $150,000 to $300,000 would be 


2 
in excess oI Jo per cent. 


Where the decedent leaves stock of his 

orporation to his son, and other assets to 

is daughter, stock in the corporation may 

deemed under 115 (g) (3) only to the 

f the tax applicable to the son’s 

[ estate. If, on the other hand, 

stock is left to the son and the will 

provides that taxes are to be paid out of the 

residuary estate, no redemption is permitted 
under 115 (g) (3). 


Where 


assets and 


+1 
oO tne 


decedent stock and other 


executor discretion as 
distributing the 
the beneficiaries, the proposed regu- 


le that the redemption is allo 


leaves 
gives the 
method of estate 
provic 

the beneficiaries regardless of 
distributes. In 
regulations it would seem 


executor actually 
f these 


) prepare wills so as to give the execu 


1 discretion 


the passage of Section 115 (g) (3) 

ny tax advisors perceived the desirability 

of issuing tax-free preferred stock dividends, 
and using the 
tion. Tl 


preferred stock for redemp 


1us, it became possible to maintait 
he control of the corporation in the estate’s 


« 


{ 
hands 


still providing liquid 
Supreme Court decision 
[43-1 


S. 604, such a stock dividend was held 


Some 
S Under the 
S tra, 


J 


ot Emul H 
318 U 


sburger ustc J 9363], 


tax tree where the relative positions of the 
oe ee 


iders were the same after the stock 


dividend as before. However, a few weeks 
igo a bombshell decision was handed down 
by the Tax Court in the C. P. Chamberlin 
case [CCH Dec. 18,935], 18 TC 164, holding 
stock taxable. The 


Chamberlin case was one where the corpora- 


a preferred dividend 


tion had a _ substantial cash and 
a Section 


It made no distribution of divi- 


surplus, 


It was in serious danger of 


corporation contacted an insut 
y which agreed to buy $800,000 
stock the stockholders 
issued. The corporation then 
issued a common-stock dividend of $500,000, 
and immediately after, a preferred-stock divi- 
dend of $800,000 to common stockholders 
The their 
Com- 


from 


} 


when and if 


stockholders immediately sold 


stock to the insurance 


missioner did not attack the 


company. The 
common-stock 
dividend but held the preferred-stock divi- 
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dend ordinary income. The taxpayers claimed 
the dividend was nontaxable in line with 
the Strassburger case. The Tax Court held 
this was not a true stock dividend but merely 
a device to get cash into the hands of stock- 
holders. The case will in all likelihood go 
to the Supreme Court. In the meantime, 
beware of such transactions. 


Fraud Litigation 


‘New Policy Adopted by the Internal 
Revenue Bureau,"’ by Joseph Berman. 
Dickinson Law Review, October, 1952. 


The author is a member of the New York 
bar. 


The agent’s* primary purpose in a crimi- 
nal fraud investigation is fundamentally 
different from that in an ordinary civil tax 
case. Lawyers and accountants who do not 
realize this difference in attitude are instru- 
mental in getting their into jail. 
criminal tax fraud investigation the 
special agent of the Intelligence Unit, in 
addition to determining the dollar amount 
of the tax liability evasion involved, also 
must determine whether the taxpayer re- 
sponsible for the return under examinatron 
shall be wilful tax 
evasion. 


clients 
In a 


also prosecuted for 


On the other hand, the taxpayer is not 
obliged to supply the agent with the neces- 
sary evidence that would convict him be- 
Fifth Amendment protects him 
to the extent that he cannot be compelled 
“to be a witness against himself” in a 
criminal prosecution. Constitutional privi 
leges do not apply to civil tax cases. Tax 
payers have their constitutional 
rights and refused to be questioned by the 
investigating government agents and have 
refused them books, records and writings 
The Supreme Court 
Shapiro v. U. S., 335 U. S, 1 
(1949), which held that records required to 
be kept Office of Adminis 
tration regulations are not privileged, does 
cast doubt on 


cause the 


stood on 


in their possession. 
decision of 


under Price 
the extent of the taxpayer’s 
right of refusal. 

The self-incrimination 
protects taxpayers’ books and records in- 


privilege against 
cluding those of a partnership which are 
presumed to be individual 


partners but it does not apply to corporate 


owned by the 


books and records. Of course, the taxpaye1 
can waive his constitutional privilege any 
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time he desires, but he does not have to 
do it. His waiver must be voluntary. 


An accountant’s stat-.s must be distin- 
guished from that of an attorney. In the 
hands of the taxpayer’s accountant his 
books and records and other private papers 
are vulnerable. In most cases an account- 
ant’s analysis may be vital to the taxpayer’s 
defense, and in order to protect it the 
accountant should do his work in the tax- 
payer’s office or in that of his attorney. 
Otherwise, agents may get the data from 
the accountant by subpoena. Communica- 
tions of a client to his attorney are privi- 
leged and the law protects them. 


The majority of fraud cases are tried in 
the Tax Court, since the taxpayer seldom 
desires to pay the tax and penalty and 
bring suit for recovery in the federal dis- 
trict court or in the Court of Claims. 


The preparation of such a case involves 
(a) the preparation and filing of the peti- 
tion and all other pleadings involved, (b) 
the preparation for trial, (c) the stipulation 
of facts, (d) the opening statement to the 
court, (e) the introduction of exhibits, (f) 
the examination of witnesses and (g) the 
filing of briefs. 


The Tax Court has jurisdiction to deter- 
mine the following: 


(a) If the fraud penalty is due, whether 
or not a deficiency in tax also has been 
asserted in the statutory notice; (b) that 
the fraud penalty can be asserted for the 
first time in the answer to the petition or 
at the hearing; (c) that the fraud penalty 
attaches to the entire deficiency in income, 
excess profits and gift tax cases if any part 
of the deficiency is due to fraud; (d) that 
the fraud penalty attaches to the entire tax 
liability in estate tax cases, if any part of 
the understatement of such 
to fraud; (e) that there is no statute of 
limitations when a return is fraudulent; 
(f) that the Commissioner has the burden 
of proof with respect to the fraud penalty, 
but the taxpayer has the burden of proof 
as to the tax deficiency; (g) that in proof 
in fraud cases the element of intent to evade 
tax is important; (h) that fraud is not 
presumed, but must be established by “clear 
and convincing evidence,” as distinguished 
from “a mere preponderance of the evi- 
dence” in an ordinary case and proof 
“beyond a reasonable doubt” in criminal 
fraud prosecutions. 


taxes is due 


The Bureau does not lightly or arbi- 
trarily impose the fraud penalty and the 
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court is reluctant to sustain such a penalty 
unless there is disregard of the nation’s 
revenue problems and clear evasion. This 
is true now in cases of gains from gam- 
bling, bookmaking, racketeering and other 
illegal activities from which no income or 
only a small portion thereof has 
reported. 


been 


It is not always easy for the court to 
make decisions in fraud cases, especially 
where the taxpayer has no criminal record, 
is not engaged in illegal activities, is of 
seemingly unimpeachable character and tes- 
tifiles as to the purity of his motives and 
the absence of fraudulent intent. 


Accountants and attorneys can be of as 
sistance not only to the government but 
also to the taxpayers by seeing to it that 
their clients keep adequate books and rec- 
ords and file complete and proper returns, 
disclosing all transactions taxable or other- 
wise. If the client is innocent of fraud 
charges, a proper explanation may be advis- 
able and may clear the matter up. Volun- 
tary disclosures properly made are a bar 
to criminal prosecution. In civil fraud 
penalty cases, an admission of dereliction 
may in some instances lead to a stronger 
position on the client’s part. 


Estoppel 


“The Application of the Doctrine of 
Estoppel Against the Government in 
Federal Tax Cases,"’ by Richard DeY. 
Manning. North Carolina Law Review, 
June, 1952. 


At the time this article was written, the 
author was associate editor of the North 
Carolina Law Review. 


The term “estoppel” as used in most 
tax cases does not mean, in the strict sense, 
estoppel in pais. Rather, it is a modified 
concept sometimes referred to as “equitable 
estoppel” or “quasi estoppel.” As the field 
of federal taxation is a most fertile one for 
misstatements and misapplications of the 
law, made by agents of the government and 
relied upon by citizens, it is not surprising 
that there are a large number 
dealing with the problem 


of cases 


Seemingly, the strongest case that could 
be presented for the exercise of an estoppel 
against an asserted tax would be where the 
same issue was litigated in a former tax 
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year, and found in favor of the taxpayer. 
Such a situation is governed by a doctrine 
classified as “collateral estoppel.” If the 
same parties are involved, and the same 
liability is in with the 
only difference being the tax year involved, 
t extent to which the 
controls the present 
suit. The Supreme Court, in Tait v. West- 
ern Maryland Railway [3 ustc J 1109], 289 
U. S. 620 (1933), held that the doctrine of 


collateral estoppel was applicable to federal 


question of issue, 
he question is the 


former adjudication 


tax cases. 


In Helvering v. Griffiths [43-1 ustc J 9319], 
318 U. S. 371 (1943), the Supreme Court 
1, as one of the grounds for 


state: refusing 
to overrule a former decision interpreting 
4 revenu that 


retroactively. 


statute, the change would 
This, reasoned the 
Court, would cause transactions to be taxed 


were not taxable 


operate 
whicl under the former 
It has been pointed out that 
was the effect of Helvering v. Gerhardt 
7 9320], 304 U. S. 405 (1938), 

which 1,500 employees of 
Port of New York Authority unexpect- 
found liable for back in- 
at least 11 years. From the 
same result 
change in the stat- 


+ 


interpretation. 


USTC 


decision 


edly themselves 


ome taxes f 
of view, the 
r the 


tation is made by the high- 


uurt overruling a former decision or 


hiot 
a hnigner 


court renders a decision 


rary to lower court interpretations 


is undoubtedly some logic in allowing 
to rely upon the judicial 


rson to 


inter 


practical 


a statute, but the 


government to such 


tation 


even if erroneous would be 
unfavorable ipon the efficient collec- 


W hile 


court 


ion of revenue arguments have 


been advanced that decisions should 


operate prospectively, the fact re- 


they operate retrospectively; 
no valid basis for the assertion 
yppel would seem to exist because 


€ upon court decisions. 
courts have generally held that reg- 
ul: ns issued undet 
ion [3791] 
stating the Treasury’s construction of the 
statute (Hesslein v. Hoey [37-2 ustc { 9429], 
91 F. (2d) 954 (CCA-2), cert. den. 302 U. S. 
756 (1937); Walker v. U. S. [36-1 usre 
7 9209], 83 F. (2d) 103 (CCA-8, 1936)), 
7 he c 


missioner can not make or change the law 


the authority of sec- 


are to be regarded as merely 


urts take the view that “the Com- 


by regulations and a regulation at variance 
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with the import of the statute is of no 
effect.” (T. T. Rudolph [CCH Dec. 2178], 
6 BTA 265, 269 (1927).) 


This situation can be complicated by the 
fact that circumstances, the 
regulation may be said to have been a opted 
by Congress. 


under certain 


If the court finds that Congress has 
adopted the regulation, then the Commis 
sioner, the taxpayer and the court must 
follow it. (Helvering v. R. J. Reynolds To 
bacco Company [39-1 ustc § 9282], 306 U. S. 
110 (1939).) Thus, while the defense of 
estoppel would be of no avail, the taxpayer 
might hold the Commissioner to his origi- 
nal ruling under the adoption 
theory. This doctrine is inapplicable where 
the statute is clear (see Biddle v. Commis 
sioner [38-1 uste § 9040], 302 U. S. 573, 
582 (1938)), where the regulation is con- 
trary to the language of the statute, or 
where the regulation is ambiguous. 


legislative 


As pointed out, certain regulations might 
properly be classified as legislative, as dis 
tinguished from interpretative. 


Such reg- 
ulations are not 


under a general 
grant of authority as are the interpretative 
regulations but, issued under 
authority contained in particular 
sections of the Code, (For example, Inter- 
nal Revenue Code Sections 22 (c), 112 (2), 
118 (b), 170, 189.) 


issued 


rather, are 
specific 


One of the most appealing cases for the 
application of the “equitable” or “quasi 
estoppel” doctrine is where there has been 
a ruling made upon a proposed transaction, 
reliance by the taxpayer upon this ruling, 
and subsequent repudiation by the govern- 
ment. Such a situation resulted from the 
sale of the interest in the Ford 
Motor Company by Senator James Cou- 
zens. (James Couzens [CCH Dec, 3931], 11 
BTA 1040 (1928).) The sale was contingent 
upon the taxable gain that would result and 
this, in turn, was contingent upon the fair 
market value of the stock on March 1, 
1913. The Commissioner in response to a 
request, made an elaborate investigation and 
placed a value on the stock. In reliance upon 
this valuation, the stock was sold. 


later, the Acting Commissioner as- 


minority 


Some 
years 
sessed a large deficiency, claiming an over- 
valuation by the former Commissioner. In 
answer to an asserted estoppel by the tax- 


payer, the Board of Tax Appeals stated: 


“Such an argument must be treated with 
the utmost caution, since its sanction in any 
case would result in having an individual 
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tax liability depend, not upon the factors 


and measures prescribed by Congress as 
applicable to all, but upon the statements 
and conduct of a particular government 
officer in respect of each individual. 


however it may be in 
volving contract or othe: 


cases in- 
situations where 
equity with 
there is a necessity inherent in 
taxation which the 
doctrine of estoppel can resist in only the 
most extraordinary Whether there 
such a case 1s not now within our 
power to know.” 


the government deals on an 
its citizens, 


its sovereign power of 


case, 
may be 


Some of the courts which give the Com 
missioner the right to reopen his own, or 
his predecessor’s, findings and rulings give 
that the tax 


such a ruling or de- 


as one reason for so doing 


payer is not bound by 
termination, and therefore the government 
should not be bound. 


the many 


However, in view of 
situations in which the Commis 
taxpayer, with no 


corresponding right in the taxpayer against the 


sioner may estop the 


government, such reasoning seems questionable 


But what can the taxpayel! do? He can 


get a ruling only in very limited types of 


situations, and ruling, 


even if he gets the 
never be absolutely sure that the 
Bureau will uphold it. The fact that the 
Bureau upholds the vast majority of these 


little 


hen it is realized that such ruling is not 


he can 


ings is of value to the 


taxpayer 


gally binding. In any event, Bureau per 


nel may or may not choose to upset | 


ing if it later develops that it was erroneou 


The possibility of a advance 


binding 
ruling by the 
These 


rulings,” 


Commissioner has been sug 


gested rulings, termed “declaratory 





would have some similarity to a 


taxpayer’s ruling as rendered today, but 


they would have the binding effect of a 


closing agreement 


Another solution 


Congress 


could be 
follow the 
acts and allow the taxpayer 


provided if 
would provisions of 
certain other 
who relies in good faith upon the represen- 
tations of a 


government agent to set up 


these representations as a defense on that 
particular matter. However, a better solu- 
tion to the complex problem presented by 
the reliance of 


citizens upon 


tions or interpretations by various govern- 


representa- 


ment agents or by the courts, would seem 


to be in the hands of the courts. The courts 


are well suited to appraise and permit 


equitable de fenses. 
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Death of a Standard? 


“Let's Bury the Gold Standard,"’ by 
Harold Fleming. Harvard Business Re- 
view, November-December, 1952. 


Mr. Fleming is a well-known writer on 
business subjects. 

A reappraisal of the gold standard is 
necessary, since it is not in accord with the 
realities of commercial life, 

Mr. Fleming. In fact, says the author, let’s 


bury the gold standard 


according to 


In a survey tracing the reasons for the 
use of this noble metal as a monetary and 
commercial standard, he finds that-the ac- 
tual and the psychological reasons for using 
gold as a standard have disappeared. Not 
only that, but the gold standard may be the 
root of the cycle depressions which have 
been appearing with such depressing regu- 
larity—indeed with gold as the standard, it 
that these cycles have not oc- 
curred more often. 


The reasons? “[T]he credit system of 
each generation was an inverted pyramid of 
promises, large at the top, narrower at the 


is strange 


bottom, and ultimately balanced on a still 
smaller supply of the noble metals.” This 
alone would not make for an unsafe market 
but “a reasonably safe market requires a 
demand which is reasonably predictable and 
which will increase somewhat as the 
falls and 


price 
somewhat as the price 
relative to other 
gold did not 
For years it fell 
almost to zero; then for a month or so, and 


decrease 

being 
The demand for 
work this way in practice. 


rises——price com 


modities. 


finally for a few frantic days, it rose almost 
to infinity.” Again, “the supply sources of 
the traditional noble metals never had the 
sensitivity to a higher purchasing power ot 
to a falling cost of their production.” 


The present situation is such that “[d]e 
cisions ultimately devolve into the hands of 
a coalition of economic priests, skilled poh 
ticians and professional officeholders. sut 
money, i. e., one of fixed 


with a sound : 
equivalence in a basic commodity, contro 
versy and argument in large economi 
questions would be replaced by the com 
paratively noiseless and efficient adjustments 


of the market place.” 
What standard should we use? 


Well, it 


need not be a medium of exchange, but it 


should be redeemable in something of daily 


commercial use in a vigorous current of 


economic activity. It should be something 
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which is capable of circulating, and with 
which commercial promises can be fulfilled. 

Such a commodity, the 
might be 


author suggests, 
steel but, whether or not steel is 


“it seems time for 
entertain 


the commodity chosen, 
radical 
thoughts about the currency in-which they 
keep their books.” 


businessmen to some 
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by the 


industry and which would have (1) 
authorized the industry to 
] 


treat mortgage 


] 
toreciosures aS on 


y a part of a continuing 


the property 


transaction until acquired on 
foreclosure has been finally liquidated, and 
2) established a moving computa 


additions to bad debt reserves in the 


average 
n for 
e of institutions whose surplus and re- 


rves exceed 12 per cent of total deposits 


ion in the final regulations, which 


among tnose proposed, 


ual savings banks may 


of Section 41, any 
accounting in the 
le return after December 31, 1952. 


1 


paid-in amount of the permanent 
ithdrawable capital stock of building 

and loan associations would not be included 
“surplus undivided profits, o1 

vas originally proposed that 

of such stock would have 

included as a part of net worth, that 
value would have been 


determining the 


taken into 


amount by 
cent of the total deposits or 
accounts, 


ithdrawable exceeded 


led profits and reserves. 


surplus, 
Careful con- 
mn of this question by the Bureau 

d in the belief that 
stock within the net worth compu- 


ly a legisl 


> 1 
inciusion ol! 


ative question 


1 
r 


I 
g that such amounts must 
on demand subject only to 
of intention to withdraw, 


in the proposed 


osits or withdrawable 
vable 
otice 
regulations, 
he inclusion of pledged and other 


The Bureau 


Bureau reorganization completed.—W ork- 
ing against a deadline, the Bureau completed 
its reorganization on December 1, 1952, with 
Cleveland Dis- 
trict, comprising the State of Ohio, and the 
Detroit District, comprising the State of Mich- 
igan. Previously reorganized, but not reported 
in this and 


Angeles District 


the reorganization of the 


Denver Los 


Denver 


column, are the 


The 


Districts. 


Washington Tax Talk 


takes in the States of Arizona, Colorado, 
New Mexico, Utah and Wyoming; the Los 
Angeles District serves the States of Cali- 
fornia and Nevada and the Territory of 
Hawaii 
District Commissioners whose names have 
before in this column 
Edward C. Dougherty, 
District; Norman B. Eshle- 
District; John B. Dunlap, 


Louis j 
Fremming, Bir- 


not been announced 
are as follows: 
Philadelphia 
man, St. 
District; Morris A 
mingham District; Frank W. Lohn, Denver 
District; Stewart 


Dallas 


Angeles 
District; Raymond C. Cake, Cleveland Dis- 
George FE Neal, Detroit Dis 


Be rkshire, Los 


trict; and 


total of 17 
tricts, which is considerably less than the 
25 originally provided for in Reorganization 
Plan No. 1 of 1952. The Detroit District, 
which was set up on the final day together 
with the Cleveland District, seems to have 
afterthought. Unlike the other 
which have provision for 
commissioners in 


There is a reorganized dis 


been an 
districts, all of 
six assistant 
the collect intelligence, appel- 
late, and and to- 
bacco tax divisions, the Detroit District will 


charge of 
ions, audit, 
administrative, alcohol 
have only three assistant commissioners, as 
signed to the 
the alcohol and tobacco tax divisions. 
portedly, other divisional 
will be handled out of the 
trict office. 


administrative, and 
Re- 
responsibilities 
Cleveland Dis 


r Iles 
al pe lla c, 


Bureau summarizes its position on wel- 
fare plans involving nonresidents.—The 
Bureau’s IR-Mimeograph No. 71 summa 


rizes its position witl taxabil 


t 
annuity, 


respect to the 


ity of pension and _ profit-sharing 


involving a 


nonresident employee, 


employer The decision of the 
Ninth 
Crispin, 52-5 ustc § 9545, is generally con 


formed with That dec 


plans 


rust or 
Court of Appeals for the District in 
treated em 
paid 
by an employee, even though they became 
income to him while he 


ison 


ployer-contributions as consideration 
was a nonresident 
for that The 


mimeograph modified prior rulings to the 


and were tax exempt reason. 


extent they are inconsistent with the posi- 
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tion adopted. The effects of Canadian and 
other treaties or conventions on taxability 
of distributions to aliens or nonresidents 
are considered, and it is noted that a trust 
or plan can be exempt under Code Section 
165 even though some beneficiaries are non- 
resident aliens. Also, even though contri- 
butions or credits for an employee may be 
exempt income, reinvestment earnings o1 
treated as income 
sources within the United States, and “earned 


income” subject to withholding is redefined 


credits are to be from 


Acquiescence. 
escence in the following decisions has been 
announced: 


Lovett, CCH Dec. 19,018.—Arrearage sup- 
port payments received by the taxpayer 
from her former husband for support of 
their minor were not includible in 
determining whether the taxpayer and her 
present husband had contributed over one 
half of the cost of the children’s support. 
It was found that amounts paid by 
others for the care of the 
children were to be considered in determin 
ing the cost of the children’s support. 

Society Brand Clothes, Inc., CCH 
18,963.—(1) The basis of treasury 
surrendered to the 
cancellation of 


The Commissioner’s acqui 


sons 


also 
taxpayers to 


Dec 
stock 
issuing corporation in 
stockholder’s indebtedness 
was the amount of the indebtedness, since 
it appeared that the stock, which had been 
surrendered subject to a repurchase option, 
had no fair market 


was not required to 


value. (2) Taxpayer 
accrue interest on a 
ten-year promissory note 
cuted with the mutual understanding 
no interest would be charged or 
some future date which 


mined by agreement. (3) 


wh ( h Was exe 
that 
paid until 
was to be deter- 
Debenture bonds 
issued in exchange for outstanding preferred 


stock represented indebtedness of the tax 


payer and the face value thereof was prop- 
erly includible in borrowed invested capital 
under Code Section 719 (prior law). 
TeLinde, CCH Dec. 18,910.—The holding 
period for an author’s rights in his book 
dated from the completion of his manu- 
script and ended when the manuscript was 
delivered to the publishing company. This 
being a period of more than six months, 
“royalties” received under a sale of rights 
to the publishing company were long-term 
capital gains. 
Nonacquiescence. 
does not 


- The 


acquiesce in the 


Commissioner 
following de 
cisions 

Ambrose, CCH 
who owned an 
January, 1943 
was 


Dec. 19,080.—Taxpayer, 
emergency facility 
through June, 1945, 
and taken over by the 
entitled to exercise his 
1943 and 1944 
32-month amortization 
(instead of the previously elected 
60-month basis) even though he lost owner 
ship of the facility before the emergency 
period ended on September 30, 1945. 
Hedges, CCH Dec. 19,078.—Taxpayers 
were not taxable on dividends which were 
wrongfully withheld from them by an ad- 
ministrator of an estate. 
had transferred to his own name 
which rightly belonged to the 
and reported the income 
individual returns 

Oates, CCH Dec. 19,049.- 
general insurance agents, 


from 
when it 
condemned 
government, 
election to have 
recomputed on a 


was 
taxes for 


basis 


The administrator 
stock 
taxpayers 
thereon in his 


retired 
on the cash basis, 
actually received deferred compensation of 
$31,000 each under an agreement with an 
insurance company. They were taxable only 
on this amount even though the company 
had carried on its books a total of $98,894 
in terminal commissions for each taxpayer 


Two 


SALES OF LAND WITH GROWING CROPS—TAX TREATMENT— 
Continued from page 63 


payer’s business, unless it is established that 
the taxpayer was in fact in the business of 
so selling crops and land. To achieve uni- 
form treatment of pre-1951 sales through- 
out the nation either a decision of the 
Supreme Court or Congressional action (and 
preferably the latter) will be necessary in 
view of the split between the circuit courts. 
In this connection, taxpayers who have paid 
income taxes at ordinary rates on sales of 
unharvested crops which appear to qualify 
under Section 117 (j) for capital-gains treat- 
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ment, should consider filing claims for re- 
fund for years not closed by statutes of 
limitation, 

(5) It is doubted that careful study of 
the over-all problem of applying Sections 
117 (j), 24 (f) and 113 (b) (1) to unhar- 
vested crops was possible in the process of 
enacting the Revenue Act of 1951. There- 
fore, all interested persons and organizations 
should search out inequities in the legis- 
lation and urge remedial action by Con- 


gress. [The End] 
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Economy and Taxes Surveyed... 


Ninth Province 
Signs Tax Agreement 


Canadian Tax Letter 


War Service Gets Deduction 


Officer who marries and maintains a 
residence abroad while on active serv- 
ice is not a resident of Canada. 


A barrister and solicitor 
1939. From 1941 to May, 1946, 
except for short leave periods, 
While in England, he married and 
maintained a residence there for his family. 
Prior to 1939, he had lived with his parents 
but on his entering service, his room was 
taken over and his belongings packed away. 
His business affairs were conducted by his 
father under power of attorney but his 
address on his income tax returns from 
1941 through 1945 was an address abroad. 
Although he maintained membership in 
some Canadian clubs, the over-all picture 
left no doubt that he was not a resident 
of Canada from 1941 to May, 1946, and was, 
therefore, entitled to a proportionate tax 
reduction for 1946 for the time spent abroad 
during that year.—Beament v. Minister of 
National Revenue, 52 DTC 1183 


entered active 
service in 
he was, 
abroad. 


Policeman's Lot ls Not a Happy One 


Business activities of member of police 
force fail to produce capital gains. 


A policeman in the period from 1945 to 
1947 built several apartment houses which 
he sold at a profit during the years 1946 
to 1948. His purpose in building the apart- 
ments was as an investment in the expecta- 
tion of receiving an income from the rentals 
and to provide living accommodations for 
his family. As, according to him, the sales 
were caused by unforeseen circumstances, 
he claimed capital-gains treatment on the 
profits. However, it was shown that he 
previously had engaged in similar transac- 
tions. Accordingly, the profits were to be 
treated as ordinary income, as “it is equally 


Canadian Tax Letter 


well established 
tained from 


that enhanced values ob- 
realization or conversion of 
securities may be so assessable where what is 
done is not merely a realization or change 
of investment, but an act done in what is 
truly the carrying on, or carrying out, of 
a business.”—Campbell v. Minister of Na- 
tional Revenue, 52 DTC 1187. 


Stable Economy Achieved 


Despite heavy defense expenditures, 
the Canadian economy has proved to 
be buoyant enough to withstand the 
strain and to allow for possible tax 
reductions. 


At the outbreak of hostilities in Korea 
and for some time thereafter, it was feared 
that the Canadian economy was to suffer 
from the strain of supporting heavy defense 
expenditures for some time to come. For- 
tunately, this has not been the case. 


A review of the situation, by the Canadian 
Tax Foundation, indicates that the economy 
has now been stabilized to such an extent 
that some tax cuts may well be expected 
in next year’s budget. 

This result has been accomplished by 
concentrating the war industries in a rela- 
tively narrow area and by a leveling-off of 
defense spending. The initial estimates 
called for an expenditure of $5 billion in 
three years but it now appears that the 
expenditures, although increased, will be 
“stretched out.” The picture, presented now, 
is that of a plateau rather than an incline. 


While an increase in expenditures may be 
expected, revenues have been extremely 
buoyant, due to a sustained high rate of 
growth of real output. It is believed that 
this buoyancy will continue and that the 
“revenue base will steadily widen so that 
rates of taxation can be gradually reduced 
for a given volume of revenue, or given 
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rates of tax will produce increasing reve- 
nue.” 


A projection of expenditures and revenues 
for the fiscal 1954 reveals a possible 
surplus of $300 million and there is, accord- 
ingly, a possibility of reducing some of the 
tax rates 


yeal 


However, regardless of the man- 
ner in which a tax reform, if any, is under- 
taken, it should be remembered that any 
such change will reduce the tax yield and 
that “a long-term tax programme should 
aim at a fair balance between treatment of 
all income groups.” 


Marked Distinction 


Going to work is not the same as 
working. 


A civil servant was afflicted with multiple 
lerosis for the last years and for 


e last three years was unable to 


Ss 


( seven 
t] 


walk un 


aided. She deducted the cost of operating a 
car to and trom work 


disallow 


The deduction was 
“ofthice 
“was operated 
with transportation be 


ed as her income was from an 
or employment” and the car 
sole ly to provide he 


re side nce 


” 


tween het and place of employ 


ment “The car expenses claimed, 
. [her] stand 
point, were not incurred to e her income, 
but to enable her to cor 


day (the 


however necessary from 


imence doing so each 
distinction is a marked one) and 
result, are expressly prohibited as a 
Cohen v. Minister of Na 


tional Revenue, 52 DTC 356 


aS a 
de duc tion 


Together in Spirit—of Tax Act 


“Living together"’ includes living apart 
where transportation difficulties require 
spouse to maintain separate abode. 


A man lived with his daughter and sot 


40 weeks 
during the year, his wife, a school teacher, 


in a rented apartment. For some 


Was away 


from his home four or five days 


a week, as she taught at a school some 30 


miles away and it was not possible to com 
mute. However, sh home on week 
The husband 


claimed that they were not living together 


was 


ends and during vacations. 
as man and wife and that, therefore, he was 
entitled to a $2,000 exemption for 


of his daughter, 


support 
under 21 
However, the conclusion was reached 
that he and together 
for the purposes of The Income Tax Act 
and that, as she earned over $1,000, he was 


who was years 
of age 


his wife were living 
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entitled to an exemption of only $1,000.— 
No. 69 v. Minister of National Revenue, 


§2 DTC 357. 


Only Quebec Outside the Fold 


Ontario enters into tax agreement with 
Government of Canada. 


Of the ten provinces in Canada, nine have 
now signed tax agreements with the central 
government (Quebec is the tenth). The pur- 
poses of the agreement with Ontario, as set 
forth in the preamble, are: 

(a) to establish a more equitable system 
of taxation throughout Canada by reducing 
duplication of direct 1 
chinery for the 


and of ma 
collection of direct 


taxation 
taxes; 

(b) to give a greater measure of stability 
to the revenues of the province in order to 
enable it more adequately to carry out its 
responsibilities; and 

(c) to enable Canada, with the 
tion of provincial governments, to carry 


coopera 

out 
fiscal and other national policies intended to 
maintain high levels of 
production, 


employment and 


The agreement provides, in general, that 
Ontario will not impose any income or cor- 
poration taxes for 


December 31, 1956 


a five-year period ending 

Such taxes will be im 
posed and collected by the Government of 
Canada. In return for 


this cession of au 
thority, i 


Ontario will receive, and 
anteed, a minimum annual paymen 
sum of $101,801,370. 


(Regarding the corporation tax, 


tions in all of the 


corpora 
i 

which have 

signed such agreements, pay a uniform tax 


on corporate income 


provinces 


Corporations with in 
come earned in Quebec pay a higher tax on 
such income than on income earned in the 
other j 


provinces 


Che differential was illus 


{ 
trated in the November, 1952 issue of TAXEs. ) 


Subsequent to the signing of the 
men the 


, National 


since the 


anree 
Minister of 
that was 
retroactive, Ontario corporations might have 
underpaid their 
come tax. 


Revenue 


announced agreement 


installments of federal in- 
This result would obtain becaus« 
the credit for the Ontario taxes would be 
no longer in effect. Since it would be in- 
equitable to designate as a deficiency such 
an underpayment in taxes, the 5 per cent 
interest charge usually incurred on deficien- 
cies would not be imposed, if the tax posi 
tion, in this respect, of such Ontario business 
corporations was corrected before the end 
of 1952. 
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From 
the Reader 


Acq. and Non-acq. 


What Is a Loophole? 


SOIR: 


that 
pe ople 


fact 
othe I 


I have been intrigued by the 


believed 
actions, “a loophole in 

sularly with reference to the 
taxation has this phrase been used. 


as there is idea 


developed an 


; not seem to be in accordance 


t } practice or! procedure, 
somebody is to cry out that there is 
a loophole in the law. 


It is to be doubted whether such peopl 
are really solicitous for the revenues of the 


nation, but even thou 


gh this be the case, it 
should be remembered that 
the legal right to 


hat would 


“a taxpayer has 
decrease the amount of 


} 


otherwise be his taxes, or to 


avoid them altogether, by means which the 
law permits.” v. Grinnell, 179 F 
(2d) 873 (1950).) Again, 

i arned 


range his 


( Jone 7 


we have the 
Hand 


affairs that his 


words of Judge “Any one 
irral taxes 
ossible;: he is not bound 
which will best pay 
t even a patriotic 
(Helvering v 


(2d) 809 (1934).) 


S taxes. 


ure promulgates a law, 
he best way of finding 
the legislators is by 
itself, Che 
everyday 
that 
od the problem and 


atute word 


given their ordinary, 
to be presumed 


hich would take care of the 
To go further than this is to run 
‘rious trouble; one has only to look 
methods of statutory con- 
leveloped to 


which 


at the various 


1 


struction which have been 


understand ie confusion may be 


evolved 
2s which the 


interpreters decided were those of the legi 


£1S- 


+} 
Le 
generated. These methods were 


to give to the statutes meanin 


Acq. and Non-acq. 


lators. However, by use of these methods 
each interpreter will find his own meaning, 
the end result being as many 


there are interpreters. 


meanings as 


It would seem elementary to remedy by 
further legislation any situation which might 
deve lop. Indeed, because of the interpreta- 
remedial legi 


tions, 


slation has been neces- 


sary, as witness the recent legislation over 


turning the Virginian Hotel decision 


It seems to me, therefore, that there has 
a mususe of a term or, 
might be 


ication Of an 


perhaps, it 


re ccurately described as a 


a 
misappl inalogy 
: i 


Gt. 


CHICAG( 


Not a Meaningless Title 
Sir: 


} 


I have been a cover-to 


covel reader of 
your excellent magazine for some years and 
I know that “Acq 


letters from 


and Non-acq.” contains 
readers to the editor, but I 
have never been able to reconcile the title 


\ , 
the department with its tunction 


A READER 


‘TORONTO 


{I can well understand how the title can 
be confusing to a Canadian reader—and it 
may be confusing to a great many of our 
readers in the States. I hope it is not. 


In the tax administration system here, 
the Commissioner may state whether he will 
follow a decision of the Tax Court. He does 
this by publishing a list of the recently 
decided cases in the result of which he ac- 
quiesces and a list of the decisions he will 
not follow. The letters used in this depart- 
ment are those which express either ac- 
quiescence or nonacquiescence of the views 
stated by some author in his article. Hence, 
the title “Acq. and Non-acq.”—Editor.] 
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Meetings of Tax Men 


Institute on Oil and Gas and Taxation.— 
The Southwestern Legal Foundation in co- 
operation with the Southern Methodist School 
of Law will present the Fourth Annual 
Institute on the Law of Oil and Gas and 
laxation January 21-23 at the Legal Center 
Auditorium in Dallas, Texas. Reservations 
may be obtained from Gordon R. Carpenter, 
Hillcrest 
The registration 


Southwestern Legal Foundation, 
at Daniels, Dallas, Texas 


fee is $35 


Methodist 


Law of 
University has 


Southern 
School of 


University. — The 
Southern Methodist 
announced a Short Cours 
on Oil and Gas Law to be held March 23- 
April 18 at the Southwestern Legal Center 
in Dallas, The course is open to 
practicing attorneys. The tuition fee is $100. 
Inquiries should be addressed to Gordon R. 
Carpenter, School of Law, Southern Metho- 
dist University, Dallas, 


[exas. 


lexas. 


Chicago Tax Club.—Richard D. Sturte 

ant, of the Jewel Tea Company, has been 
elected president of the Chicago Tax Club 
Other officers for 1953 include Rodney D. 
Harrison, Marshall Field & Company, first 
vice president; Thomas G. Miller, Joseph T. 
Ryerson & Son, Inc., second vice president; 
Henry W. Groh, Kraft Foods Company, 
secretary; and Albert L. Seidel, Natural 
Gas Pipeline Company of America, treasurer 


Our Cover 


The little signs on our cover this month 
are ordinarily used by the 
to indicate footnotes known as 
daggers. Our use of them to indicate the 
month-by-month internal revenue collections 
for calendar-year 1952 involves no pun upon 
the methods used by federal tax collectors. 

Total collections in calendar 1952 were 
$67 335,054,577. This is $11,241,894,577 more 


printing trade 


and are 
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Taxes... 


Tax People... 
Things Taxed... 


than was collected in the previous calendar 
year. 

A rough summation of the total collec- 
tions for fiscal 1952 is $65,009,402,625. If 
fiscal 1953 collections exceed this by the 
amount that collections in calendar 
1952 surpassed those in calendar 1951, they 
will reach nearly $76 billion. This is $5 
billion more than was estimated by the 
President in his January, 1952 budget message 


same 


Listed below are the internal revenue col- 
lections for the respective months of 1951 
and 1952: 

1951 1952 
Jan. . $ 4,589,294,000 $ 4,813,109,741 
Feb 5,223,652,000 6,970,993,983 
Mar. 7,764,757,000 9,533,840,932 
Apr. 3,128,287,000  5,027,450,835 
May 4,754,797,000 5,430,816,883 
June 6,191,979,000 


8,792,796,251 
July 2,844,879,000  3,843,987,976 
Aug. 4,893,431,000  5,396,631,502 
Sept. 5,141,443,000  5,278,380,148 
Oct. 2,841,902,000 3,700,847,492 
Nov. 4.612,609,000 4,512,763,128 
Dec. 4,106,130,000  4,033,435,706 


Total . .$56,093,160,000 $67,335,054,577 


Twenty-five Years Ago 

Twenty-five years ago this month TAXEs 
was continuing its report on the 
of the then-current revenue bill through 
Congress. In January of 1928 the bill had 
passed the House. 


pr yoress 


Debate over the measure centered around 
rate cuts which were deemed by many, in 
cluding President Coolidge and the Treasury 
Department, to be Under Sec- 
retary of the Ogden L. Mills 
declared that “there is no conceivable excuse 
for incurring the risk of an unbalanced 
budget, which means serious interruption 
of a reasonable and moderate program of 
debt reduction.” 


excessive. 
Treasury 


TAXES —The Tax Magazine 





The House Republican majority leader, 
disclaiming for his party the House-approved 
tax cuts, blamed the and the 
National Chamber of Commerce. As _ he 
put it, “that distinguished body of business 
men [the Chamber of Commerce] started 
the protest against the Treasury recommenda- 


Democrats 


tions and should certainly share the blame 


for any atrocities committed by their allies, 
the Democrats, in Congress.” 

Che present Congress is committed to a 
program of tax-rate reduction, but the posi 
tions of the parties seem to be revers i. 25 
years later. Perhaps we should view this bit 
of history as Henry Ford did—‘History 
is bunk.” 


Legislators in 44 States 
May Pass 450 Tax Laws in ‘53 


It’s going to be a big year for the 
makers. Forty-four states and the 
of Alaska and 
scheduled legislative sessions in 1953 


1 
tl 


he legislatures of 


1 


law- 
Territories 
Hawaii will hold regularly 
Only 
Louisiana, 
Mississippi and Virginia will be in recess. 
It will probably be taxes, 


if the record for 1952 is any indication. 


Kentucky 


big year fo1 


last year, 17 states put nearly 175 new tax 
measures in ‘ffe If the 


maintaines year 


Same rate 1S 
will see some 450 


measures enact imposing new levies ot 


making other changes in existing tax statutes. 


In the 27 states which lev y income taxes, 
general income tax withholding will be fre 
quently discussed, according to the Federa- 
tion of Tax Administrators. General with 


is be ing given attention as a poten 


with the disturbing 
taxes on 


tial means for coping 


problem of collecting income 


earned within the state by transient workers 


Jurisdictions and Dates of Meeiing 


Alabama May 6 Maine 
Alaska Jan.26 Maryland 
Arizona Jan. 12 
Arkansas Jan. 
California Jan 


Michigan 
Minnesota 
Colorado Jan. Missouri 
Connecticut Jan. 
Delaware Jan. 
Florida Ap! 
Georgia Jan 
Hawaii Feb. 
Idaho Jan. 
Illinois Jan. 
Indiana Jan. 
lowa Jan 
Kansas Jan. 
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Montana 
Nebraska 
Nevada 
New 


New 
New 


North 


Ohio 


Massachusetts 


Hampshire 
New Jersey 
Mexico 
York 
North Carolina 
Dakota 


Ten of the states and the Territories of 
Alaska and Hawaii presently authorize 
some sort of withholding as a means of 
collection. Only Oregon, Vermont, Alaska 
and Hawaii withhold from both residents and 
nonresidents alike; California, Indiana, lowa, 
Kentucky, Maryland and New York withhold 
from nonresidents only; and in Arkansas and 
Louisiana, tax administrators do not generally 
impose provisions which authorize them to 
compel tax withholding to insure compliance. 

Withholding applied 


dents is essentially 


solely to nonresi- 
a policing measure de 
signed to prevent evasion of taxes. 


withholding has a 


General 
fiscal impact, 
affecting the taxpayer’s method of iax pay- 
ment and the 
and its 


broader 
state’s stream of 
system of collection and enforce- 
The legislators urge this as a 
method of increasing collections and balanc- 


revenues 


ment. 


ing the budget without raising tax rates. It 
was noted that Vermont, which has re- 
ported increased tax collections from float- 
ing labor populations under its general with- 
holding tax, had not successful 
when it imposed requirements on nonresi- 
dents only, prior to the adoption of its 
general statute in 1951. 


been too 


All but three of the legislatures will con- 
vene this month. Listed below are the dates 
on which the lawmakers will gather in the 


various jurisdictions. 


Why Not Just Stop Giving It Away? 


In the last seven years there has been an 
excess of exports over imports of $35 bil- 
lion; net aid to foreign nations has amounted 
to the same figure which is equal to more 
than 11 per cent of all federal revenues and 
more than 10% per cent of all federal ex- 


penditures for the period, according to 


Oklahoma 
(Oregon 
Pennsylvania 
Rhode Islard 
South Carolina 
Dakota 


Tennessee 


South 


Tex is 

Utah 
Vermont 

W ashing on 
West Virginia 
Wisconsin 
Wyoming 





J ORUCKER-HILBERT CO 


wy 2672 


Pts 


This picture was taken at the Annual Federal Tax Banquet of the Federal Tax 
Forum, held in New York City, November 6, 1952. This year the guest of honor was 
Clarence R. Krigbaum, District Commissioner of Internal Revenue, New York, who 
described in detail the operation of the New York City District of the Bureau of Internal 
Revenue under the reorganization plan. 


The people seated at the dais (from left to right) are Frank J. Cavanaugh, Chief 
Inspector, Inspection Service; Kenneth W. Moe, Assistant Director, Upper Manhattan; 
Jesse O. Schaefer, Assistant Director, Lower Manhattan; Richard D. Donoghue, Assistant 
District Commissioner Audit; Norman D. Nowak, Assistant District Commissioner, 


figures in the December issue of The Guar are to blame for the present situation. Be 
Gn.y Survey This “give-away” has ac- that as it may, there remains the fact that 
counted for about one ninth of the total fed there must be a change from “aid” to 
eral tax burden in the United States. “trade.” 


scth the United States and the foreign “Three broad types of solution would 
countries involved realize that this state of seem to be available. One would be to 
affairs must be discontinued; “unless it is, allow exports to decline to the level of 1 
what began as a temporary relief program ports. Another would be to allow imports 
may become an ingrained habit of de to climb to the level of exports. The third 
pendence....” It may be that both sides would be to maintain an export surplus by 
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FEDERAL T DINNER 


ROOSEVELT HOTEL NOVEMBER 6, 1952 


Administrative; Harry A. Sandstedt, Treasurer, Federal Tax Forum; Leonard C. Mitchell, 
Assistant District Commissioner, Appellate; Denis J. McMahon, Director, Lower 
Manhattan; Harold B. Ahearn, Director, Upper Manhattan; Martin M. Lore, Second 
Vice-President, Federal Tax Forum; Clarence R. Krigbaum, District Commissioner, New 
York; Walter W. Walsh, President, Federal Tax Forum; Thomas E. Doyle, District Com- 
missioner, New England; Henry L. Hoffmann, Director, Brooklyn; Edward F. Dingivan, 
Assistant District Commissioner, Collection; Paul D. Seghers, Founder, Federal Tax Forum; 
Alfred S. Pellard, Vice-President, Federal Tax Forum; Thomas McP. Davis, District 
Counsel, New York; and Edward Roche, Director, Hartford. 


ign investments. The final evolves, it should be such that it “will en 
light, of course, be found in any § tail as little immediate damage as possible 
combination of these three.” and . will assist the free people in their 
Regardless of the method or methods struggle against authoritarian encroachment 
hosen, the solution will not be easy since from within and from without.” 
there are political difficulties involved. It 
will take cooperation by both sides to reach A Stitch in Time 
an acceptable solution and it cannot be ex- 
pected that the way will be painless It is not intended to dispel the New Year 
Whatever solution the new Administration cheer by mentioning tax returns at this 
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time, rather is it purposed to jog the 
memory and to cushion the shock of hav- 
ing March 15 suddenly appear. “Time and 
tide wait for no man” but the Commissioner 
does not wait for man or woman when the 
returns are due. 

In order to help taxpayers escape the 
wrath of the Commissioner 
charges), Commerce Clearing 
has available which may 
be of assistance to tax men in the prepara- 
tion of their 


(and interest 


House now 
forms prove to 


clients’ income tax returns 
For example, there is the Individual’s 
Work Sheet, which is a 
listing of items form the basis of 
income and expenditures. Included are 
service pay, salary, wages and commissions, 
dividends, United States savings and war 
bonds, pension, back pay, insurance pro- 
ceeds and salvage value of property; these 
are some of the income items. In the ex- 
penditure columns are such items as con- 
tributions, union dues, medical expenses, 
losses, alimony, investment expenses, auto- 
mobile expenses and travel and entertain- 
ment When these work sheets 
are used, the tax man is not likely to find 
when preparing the income tax return that 
he cannot complete it until he gets more 
information from the client. 

Then there is the Farmer’s Work Sheet— 
and if you think that farmers merely have 
to get the cows and pigs to market, then 
don’t take up farming 


ce ymprehensiv e 
which 


expenses. 


Included are a sched 
ule for sale of produce raised, one for sale 
of livestock raised and one for other farm 
income. Then there are expenses, inven- 
tory and sale or other disposition of other farm 
assets, among others. There is a detailed 
listing of these items which assures that 
no important item is overlooked. 

Anyway, these forms are com- 
pleted, you may feel fairly secure that a 
revenue agent will not come around look- 
ing for missing items, and if he does come 
around, your client’s work 
located because it is file size 


All Is Not Lost 


Many people may be surprised pleasantly 
by the information that, aside from the 
Hatch Act which restricts political contri- 
butions, thei 


when 


sheet is easily 


donations in the recent cam- 
paign have not been given for an entirely 
lost cause. 

Campaign donations are in the same cate- 
gory as other donations insofar as the gift 
tax exclusions are to be applied. Thus, a 
single person may give up to $3,000 per year 
to each separate political entity ($6,000, if 
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United Press Photo 


George M. Humphrey holds the telegram 
that confirmed his appointment by Presi- 
dent-Elect Eisenhower as Secretary of the 
Treasury in the new Administration. 


married). Then, too, there is the lifetime 
exemption of $30,000 doubled, if 
married). All in all, therefore, 
make sizeable 
while not 


(again 
one may 


campaign contributions which, 
deductible as business expenses, 


will not be subject to the gift tax. 


All Lawyers Foreseen 
as Tax Specialists 


It is sound advice to consult your attor 
ney before you act. With taxes impinging 
every business transaction, sounder 


would be to consult 


advice 
your tax attorney be 
fore you act. This is not readily followed, 
because taxation has, until re 
cently, been the spt cialty of a few attorneys 


however, 


But, according to George Wharton Pepper, 
dean of Philadelphia lawyers, this is duc 
for a change. 
Speaking before the annual meeting o 
the Philadelphia Bar Association, Mr. Pepper 
predicted that during the next 50 
“(s]tatutory modifications of the co 
law will 
customary 


years 
Lrrit 


become so that our 


numerous 
from England 
recognizable. Taxation will 
no longer be a specialty, as it is today. It 
will gradually be perceived that every law 
yer must know as much about tax law as 
about contracts and torts 
concept of a proper 


law derived 
scarcely be 


will 


The educational 
preparation for the 
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study of law will be greatly broadened. 
The lawyer will sense that he can- 
not draw a satisfactory will unless he 
knows at least as much about taxation as 
he knows about the rule against perpe- 
tuities. He cannot be an effective adviser 
in complicated domestic situations unless 
he has balanced judgment and knows a 
deal than what the statutes 
declare to be grounds for divorce.” 


good more 


Illinois Hands $10 Million 
Tax Tab to Service Trades 

The sales tax, already the most important 
revenue producer for Illinois (42 per cent 
of total revenue) will 
greater importance. 


assume an even 
In speedy action fol- 
wing the Illinois Supreme Court decision 
the Modern Dairy Company case, the Illi- 
is Department of Revenue has issued new 

nd regulations making the retailers’ 
service 


they 


tion tax apply to sales to 


cupations of materials for which 


} 14 . - 
ne ultimate consumers 


The change is expected to add $10 to $12 
} + 

llion a ye to sales tax revenue, which 

amounted to $191,934,000 


fiscal 
I revision was found in the 


ity tor the 
supreme court ruling that sales of milk 


mn for consumption by 


1ates were taxable even though the 


institution was not the ultimate 


consumer (Modern Dairy Company, Inc. v. 
? 


Department of Revenue, 2 stc § 250-185) 


{ 


Taxes will now be collected by the state 


sales of building materials to con- 
tors for use in estate; 


doctors and 


against 
trac improving real 
medical supplies to itals, 
ians; medici » druggists for use 

and beverages to hos 
private ubs for consumption 
itients and members; eyeglasses to of 
practitioners; materials to such servic 
hair prepara 

and beauty 


containers 


attempt to make 


1 ' 


vas ruled unconstl 


1944 


> supreme court in 


Rules Oregon Truck Tax Hike 
Retroactive to January 1 


Oregon truckers are up in arms over the 
ruling of Attorney General George Neuner 
that the increased 


1951 


truck mileage 
state 


tax rates 


passed by the Legislature and 
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approved by the voters at the November 
election must be paid retroactive to last 
January 1. The ruling is likely to be ap- 
pealed. 


The rate increase would increase the tax 
tab to the trucking industry by some 
$1,930,000. In passing the law, the legis- 
lature set January 1, 1952, as the effective 
date for the tax, but referendum petitions 
filed by the Oregon Highway Council sus 
pended the tax hike pending outcome ol 
the vote at the November election. 


Contrary to prior belief of lawyers and 
the public that the bill would not become 
effective until after the election, the attor- 
ney general ruled in favor of the effective 
date set by the legislature and said that “the 
retroactivity of the act is subject to no con- 
stitutional objection. . . . the language 
of the act is clear and cannot be ignored.” 


Labor of Love? 


Taxmen, who view the first 75 days of 
the year with trepidation but who can relax 
after March 15, 
that the grass is no greener on 
side of the fence. 


may be learn 
the other 
In 32 years as Massachu 
setts tax commissioner, Henry F. Long has 
never taken a vacation. 


solaced to 


Voluntary Withholding Sought 
from Treasury Tax Delinquents 


Added to the list of occupational oddities 
such as the shoe repairman with the worn- 
down heels and the tailor with the shabby 
suit is the new one of the Treasury em- 
ployee with delinquent Evidently 
the occurrence is so common that the 
Treasury Department has instituted a pro- 
cedure of collecting from the backsliders 
by means of voluntary withholding agreements 


taxes 


Treasury Personnel Circular No. 139 set 
up the requirement that 
their indebtedness to the government and 
contained a supplement that provides a 
procedure and necessary forms for use in 
arranging for the voluntary withholding 
Each Bureau is directed to co- 
operate with representatives of the Bureau 
of Internal Revenue engaged in securing 
such agreements. 


employees meet 


Treasury 


Evidently employees in other depart- 
ments of the government are also guilty of 
laxity in paying their tax bills for it is 
anticipated that the voluntary withholding 
will be extended once it is operating satis- 
factorily among the Treasury staff. 
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State Tax Calendar 


The State Tax Calendar includes the 
reports and payment due dates for the im- 
portant taxes—franchise, income and prop- 
erty. If the states in which you have 
interests are not listed, there are no fran- 
chise, income or property tax reports or pay- 
ments due therein for the month covered. 


ALABAMA: February 1—Corporation per- 


mit applications and fees due 


CALIFORNIA: February 2—Oil and gas 
production tax 
(last day). 


come tax 


due 
Personal in- 
and 


second installment 
February 15- 
information reports 


ment of amounts withheld due. 


pay- 


COLORADO: February 15—Corporate in- 
come information reports due.- 
income due. Feb- 
ruary 28—-Property and mine tax first in- 
stallment due. 


Personal 


iniormation reports 


CONNECTICUT: February 15—Foreign 
and domestic corporation annual reports 
and filed with f 
State due. 


fees to be Secretary of 


DISTRICT OF COLUMBIA: February 
15—Income information reports due. 


ILLINOIS: February 28 


statements due (last day) 


Franchise tax 


IOWA: February 1—Property tax from 


freight line and equipment companies due. 


LOUISIANA: February 1- 


poration reports 


Domestic cor- 
February 15—Cor- 


income information reports due 


due 
porate 


Personal income information reports due. 


MARYLAND: February 15—Corporate in- 
come information reports due.—Personal 
income information reports due. 


MINNESOTA: February 1—Annuity in- 
lormation tax 
due. 


and information reports 


MISSISSIPPI: February 1—Property tax 


first semiannual installment due. 
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NEW JERSEY: February 1—Property tax 


quarterly installment due. 


NEW MEXICO: February 1—Property 
reports ol! due. February 2 
from railroad, tele- 
graph, telephone and transnfission or pipe 

line companies due. 


NEW YORK: February 1 
tax due. February 15 
information reports of amounts paid resi 
dents due.— 
installment due. 


NORTH DAKOTA: February 15—Prop- 
erty reports from railroads and telephone 
companies due. 


OKLAHOMA: February 15—C 


income reports due Pet 


minerals 


Property reports 


State property 


Personal income 


Personal income tax fourth 


orporate 
intormation 


sonal income information reports due 


OREGON: February 1—Property reports 
from utilities due. February 15—Corpo 
rate information reports 
income information 


due Personal 
reports due 


installment due. 


Prop 
erty tax quarterly 


PENNSYLVANIA: February 15—Per 


sonal property reports due 


RHODE ISLAND: February 28—Co 


ration annual reports due 


SOUTH CAROLINA: February 28—Cor- 
} 


poration license reports due (last « 


iy) 


SOUTH DAKOTA: February 28—Forecign 


corporation tax reports and payment due 


UTAH: February 9 


public utilities due 


Property reports from 
February 10—Prop 
mining due (last day) 


erty reports of 


VERMONT: February 15—Perso: il 


Al 
come information reports due 


VIRGINIA: February 15—Information at 
the source reports from corporations and 
partnerships due. 


WISCONSIN: February 28 — Personal 
property tax and real property tax (if 
paid in single installment) due. 


TAXES —The Tax Magazine 





Federal Tax Calendar 


City Tax Calendar... 


February | New Orleans Februar 


New York City 


February 28 
Philadelphi Lo 
Angeles 
Louis 
School Dis 
Scranton School 
District 





Other Helpful, Informative CCH Magazines 


Labor Law Journal 


¥*% Specifically designed and edited to promote sound 
thinking on labor law problems, the Labor Law 
| Journal publishes incisive articles concerned with the 
LAW intimate and complex relationship of Law, Labor, 
ee | | Government, Management, and Union. Month after 
month, the Journal brings you the serious thinking, 
the reasoned conclusions, the viewpoints, and atti- 
tudes of leaders of thought and action—on significant, 
pivotal labor law problems. 


Specialists in that field—from government, law, 
union, education, management —treat troublesome 
phases of labor law in factual, hard-hitting articles. 
No punches are pulled—nothing is “slanted.” Issued 
monthly; subscription rate—$6 a year. Sample copy 
on request. 


Insurance Law Journal 


*%* Month after month, this helpful magazine presents / 

timely articles on pertinent subjects of insurance law, * PANT, Ma CEC 
digests of recent decisions, comments on pending 

legislation, rulings of state commissioners and attor- Law 
neys general, and other features reflecting the chang- J 

ing scene of insurance law. The Séiom is edited OURNAL 
exclusively for insurance law men, by insurance law EAT: SAM! 
men. Emphasis is on the insurance law fields of Life, 

Health and Accident, Fire and Casualty, Automobile, 

and Negligence. Issued monthly; subscription rate— 

$10 a year, including a handsome binder for per- 


manent filing of each monthly issue for a year. Send 
for a sample copy. 





Food Drug Cosmetic Law Journal 


¥% Essentially, the purpose of the Journal is to stimu- 
late and facilitate the exchange of professional views 
in a highly specialized field of law. Each issue pre- 
sents signed articles—by specialists, public officials, 
and other authorities—on legal problems involved in 
the preparation, packaging, labeling, storage, and dis- 
tribution of foods, with respect to nutrition, health, 
and the general public welfare, in addition to notes on 
legislative, administrative and judicial developments. 
Issued monthly; subscription rate—$10 a year, in- 
cluding binder for year’s issues. Sample copy sent on 
request. 


All Published by 


COMMERCE. CLEARING, HOUSE, INC.. 


Ass si AAA AAA Tee NAA AAS mtd é) WAR 


PUBLISHERS OF TOPICAL LAW REPORTS 
214 N. MICHIGAN AVENUE, CHICAGO 1, ILL. 


When requesting sample copies, please address JTV] 





